[H.A.S.C.  No.  108-14] 


Y  4.AR  5/2  A: 
2003-2004/14 

108-1:    The   Air   Force   Tanker   Lea 


THE  AIR  FORCE  TANKER  LEASE 
PROPOSAL 


COMMITTEE  ON  ARMED  SERVICES 
HOUSE  OF  REPRESENTATIVES 
ONE  HUNDRED  EIGHTH  CONGRESS 

FIRST  SESSION 


HEARING  HELD 
JULY  23,  2003 


SUPERINTENDENT  OF  DOCUMENfS 
DEPOSITORY 


APR  2  2 


2004 


BOSTON  PUBLIC  LIBRARY 
GOVERNMENT  DOCUMENTS  DEPT 


U.S.   GOVERNMENT  PRINTING  OFFICE 
WASHINGTON   :  2004 


For  sale  by  the  Superintendent  of  Documents,  U.S.  Government  Printing  Office 

Internet:  bookstore.gpo.gov     Phone:  toll  free  (866)  512-1800;  DC  area  (202)  512-1800 

Fax:  (202)  512-2250     Mail;  Stop  SSOP.  Washington,  DC  20402-0001 


[H.A.S.C.  No.  108-14] 


Y  4.AR  5/2  A: 
2003-2004/14 

108-1:    The   Air    Force   Tanker    Lea 

THE  AIR  FORCE  TANKER  LEASE 
PROPOSAL 


COMMITTEE  ON  ARMED  SERVICES 
HOUSE  OF  REPRESENTATIVES 
ONE  HUNDRED  EIGHTH  CONGRESS 

FIRST  SESSION 


HEARING  HELD 
JULY  23,  2003 


SUPERINTENDENT  OF  DOCUMENfS 
DEPOSITORY 


APR  2  2  2004 


BOSTON  PUBLIC  LIBRARY 
GOVERNMENT  DOCUMENTS  DEPT 


U.S.   GOVERNMENT  PRINTING  OFFICE 
WASHINGTON   :  2004 


For  sale  by  the  Superintendent  of  Documents,  U.S.  Government  Printing  Office 

Internet:  bookstore.gpo.gov     Phone:  toll  free  <866)  512-1800:  DC  area  (202)  512-1800 

Fax:  (202)  512-2250     Mail:  Stop  SSOP.  Washington,  DC  20402-0001 


HOUSE  COMMITTEE  ON  ARMED  SERVICES 
One  Hundred  Eighth  Congress 

DUNCAN  HUNTER,  California,  Chairman 


CURT  WELDON,  Pennsylvania 

JOEL  HEFLEY,  Colorado 

JIM  SAXTON,  New  Jersey 

JOHN  M.  McHUGH,  New  York 

TERRY  EVERETT,  Alabama 

ROSCOE  G.  BARTLETT,  Maryland 

HOWARD  P.  "BUCK"  McKEON,  California 

MAC  THORNBERRY,  Texas 

JOHN  N.  HOSTETTLER,  Indiana 

WALTER  B.  JONES,  North  Carolina 

JIM  RYUN,  Kansas 

JIM  GIBBONS,  Nevada 

ROBIN  HAYES,  North  Carolina 

HEATHER  WILSON,  New  Mexico 

KEN  CALVERT,  Cahfornia 

ROB  SIMMONS,  Connecticut 

JO  ANN  DAVIS,  Virginia 

ED  SCHROCK,  Virginia 

W.  TODD  AKIN,  Missouri 

J.  RANDY  FORBES,  Virginia 

JEFF  MILLER,  Florida 

JOE  WILSON,  South  Carolina 

FRANK  A.  LoBIONDO,  New  Jersey 

TOM  COLE,  Oklahoma 

JEB  BRADLEY,  New  Hampshire 

ROB  BISHOP,  Utah 

MICHAEL  TURNER,  Ohio 

JOHN  KLINE,  Minnesota 

CANDICE  S.  MILLER,  Michigan 

PHIL  GINGREY,  Georgia 

MIKE  ROGERS,  Alabama 

TRENT  FRANKS,  Arizona 


IKE  SKELTON,  Missouri 
JOHN  SPRATT,  South  Carolina 
SOLOMON  P.  ORTIZ,  Texas 
LANE  EVANS,  Illinois 
GENE  TAYLOR,  Mississippi 
NEIL  ABERCROMBIE,  Hawaii 
MARTY  MEEHAN,  Massachusetts 
SILVESTRE  REYES,  Texas 
VIC  SNYDER,  Arkansas 
JIM  TURNER,  Texas 
ADAM  SMITH,  Washington 
LORETTA  SANCHEZ,  California 
MIKE  McINTYRE,  North  Carolina 
GIRO  D.  RODRIGUEZ,  Texas 
ELLEN  O.  TAUSCHER,  California 
ROBERT  A.  BRADY,  Pennsylvania 
BARON  P,  HILL,  Indiana 
JOHN  B.  LARSON,  Connecticut 
SUSAN  A.  DAVIS,  California 
JAMES  R.  LANGEVIN,  Rhode  Island 
STEVE  ISRAEL,  New  York 
RICK  LARSEN,  Washington 
JIM  COOPER,  Tennessee 
JIM  MARSHALL,  Georgia 
KENDRICK  B.  MEEK,  Florida 
MADELEINE  Z.  BORDALLO,  Guam 
RODNEY  ALEXANDER,  Louisiana 
TIM  RYAN,  Ohio 


Robert  S.  Rangel,  Staff  Director 

John  Sullivan,  Professional  Staff 

Kate  Gordon,  Staff  Assistant 


(II) 


CONTENTS 


Page 

Hearing: 

Wednesday,  July  23,  2003,  The  Air  Force  Tanker  Lease  Proposal   1 

Appendix: 

Wednesday,  July  23,  2003  39 


WEDNESDAY,  JULY  23,  2003 
THE  AIR  FORCE  TANKER  LEASE  PROPOSAL 

STATEMENTS  PRESENTED  BY  MEMBERS  OF  CONGRESS 

Hunter,  Hon.  Duncan,  a  Representative  from  California,  Chairman,  Commit- 
tee on  Armed  Services   1 

Skelton,  Hon.  Ike,  a  Representative  from  Missouri,  Ranking  Member,  Com- 
mittee on  Armed  Services  3 

WITNESSES 

Wynne,  Michael,  Acting  Under  Secretary  of  Defense  for  Acquisition,  Tech- 
nology and  Logistics;  Mr.  Marvin  R.  Sambur,  Assistant  Secretary  of  the 
Air  Force  (Acquisition);  Maj.  Gen.  Paul  W.  Essex,  Director,  Plans  and 
Programs  Headquarters,  Air  Mobility  Command;  Mr.  Neal  Curtin,  General 
Accounting  Office  and  Mr.  John  L.  Plueger,  President  and  Chief  Operating 
Officer,  International  Lease  Finance  Corporation  7 

APPENDIX 

Prepared  Statements: 

Hunter,  Hon.  Duncan  43 

Skelton,  Hon.  Ike  49 

Sambur,  Dr.  Marvin  55 

Curtin,  Neal  67 

Plueger,  John  L 82 

Wynne,  Michael  50 

Documents  Submitted  for  the  Record: 

Support  Cost  Comparison  Chart  103 

Questions  and  Answers  Submitted  for  the  Record: 

Mr.  Calvert 125 

Mr.  Hayes  122 

Mr.  Hunter  107 

Mr.  Kline  129 

Mr.  Skelton   119 


(III) 


THE  AIR  FORCE  TANKER  LEASE  PROPOSAL 


House  of  Representatives, 
Committee  on  Armed  Services, 
Washington,  DC,  Wednesday,  July  23,  2003. 
The  committee  met,  pursuant  to  call,   at   10:04  a.m.,  in  room 
2118,  Rayburn  House  Office  Building,  Hon.  Duncan  Hunter  (chair- 
man of  the  committee)  presiding. 

OPENING  STATEMENT  OF  HON.  DUNCAN  HUNTER,  A  REP- 
RESENTATIVE FROM  CALIFORNIA,  CHAIRMAN,  COMMITTEE 
ON  ARMED  SERVICES 

The  Chairman.  The  committee  will  come  to  order.  Today  the  full 
committee  meets  to  receive  testimony  on  the  Air  Force  proposal  to 
lease  a  hundred  Boeing  767  tanker  aircraft.  In  December  2001, 
Congress  authorized  a  multi-year  pilot  program  for  the  lease  of  up 
to  100  Boeing  767  air  refueling  aircraft  under  certain  terms  and 
conditions  cited  in  the  legislation. 

Last  year  Congress  also  passed  legislation  requiring  that  prior  to 
entering  into  a  lease  for  these  aircraft,  the  Air  Force  submit  both 
a  report  on  implementation  of  the  agreement  and  notification  of  its 
plans  to  begin  a  new  start  program  for  the  lease  of  the  aircraft. 
Earlier  this  month,  the  Air  Force  submitted  both  its  report  and  the 
required  new  start  notification  to  Congress. 

As  a  start  point  for  today's  discussion  there  should  be  no  doubt 
that  our  aerial  refueling  fleet  is  one  of  those  unique  strategic  mili- 
tary capabilities  that  grants  U.S.  military  forces  the  desired  global 
reach  to  respond  quickly  anywhere  in  the  world.  They  enable  other 
aircraft  to  fly  farther,  stay  airborne  longer  and  carry  more  weap- 
ons, equipment  and  supplies.  And  clearly  the  operation  in  Iraqi 
Freedom  has  demonstrated  the  importance  of  the  air  bridge, 
whether  it  is  working  tactical  aircraft  into  a  war  scenario  or  bring- 
ing long-range  stuff  from  the  United  States  and  other  areas  around 
the  world  to  a  focal  point  in  the  military  theater. 

Today  the  43-year-old  KC-135  represents  90  percent  of  our  Air 
Force  air  refueling  tanker  fleet.  The  other  10  percent  resides  in  our 
newer,  17-year-old  KC-10  tanker  fleet.  However,  operating  costs 
for  the  KC-135  fleet  are  increasing.  A  major  concern  is  the  unpre- 
dictable nature  of  corrosion.  Since  all  our  KC-135's  were  originally 
procured  within  a  six-year  period  between  1959  and  1965,  and  are 
all  aging  approximately  equally,  a  corrosion  problem  discovered  in 
one  or  more  KC-135's  could  lead  to  a  fleet-wide  grounding  of  the 
entire  fleet  until  that  problem  is  addressed. 

There  are  few  who  question  the  fact  that  our  KC-135  fleet  is  old 
and  needs  to  be  replaced.  Rather  the  questions  are  when  should  a 
replacement  program  begin,  will  we  lease  or  eventually  purchase  a 
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replacement  for  the  KC-135  fleet?  If  we  lease  or  purchase,  are  the 
terms  and  prices  acceptable  to  allow  us  to  meet  both  our  air  refuel- 
ing requirements  and  remain  within  our  future  budgets?  Is  the 
Boeing  767  the  best  aircraft  to  replace  the  KC-135  fleet?  And  what 
programs  will  we  have  to  delay  or  cancel  to  stay  within  our  budg- 
ets? 

Leasing  an  aircraft  is,  to  some  degree,  like  leasing  a  car.  Upfront 
leasing  costs  are  lower  than  for  a  purchase  and  would  reduce  the 
impact  of  currently  budgeted  programs.  But,  over  the  long-term 
leasing  will  cost  more.  In  this  case  the  Air  Force  tells  us  that 
leased  costs  for  the  100  Boeing  767  tankers  could  be  1  to  11  per- 
cent more  expensive  than  a  purchase  depending  upon  assumptions 
used. 

Since  the  lease  proposal  for  military  aircraft  is  new  to  both  the 
Department  of  Defense  and  to  Congress,  members  also  need  to  un- 
derstand the  acquisition  policy  implications  about  how  major  mili- 
tary equipment  replacement  programs,  such  as  the  proposed  lease 
in  question  may  be  implemented  for  other  future  military  systems. 

To  address  these  and  other  important  issues,  the  committee  has 
invited  a  distinguished  panel  to  testify  before  us  today.  And  from 
the  Office  of  the  Secretary  of  Defense  (OSD),  we  have  Mr.  Michael 
Wynne,  Acting  Under  Secretary  of  Defense  for  Acquisition,  Tech- 
nology and  Logistics. 

And  Secretary  Wynne,  thank  you  for  being  with  us  today. 

From  the  Air  Force  we  are  glad  to  have  Dr.  Marvin  R.  Sambur, 
Assistant  Secretary  of  the  Air  Force  for  Acquisition. 

And,  we  thank  you,  Dr.  Sambur. 

We  have  Major  General  Paul  W.  Essex,  Air  Mobility  Command 
Director  for  Plans  and  Programs. 

We  thank  you  for  being  with  us. 

We  also  have  Mr.  Neal  P.  Curtin,  the  General  Accounting  Office's 
(GAO)  Director  of  Defense  Capabilities  and  Management. 

And,  we  thank  you  for  being  with  us,  Mr.  Curtin. 

And,  finally  I  am  pleased  to  welcome,  from  the  outside,  Mr.  John 
L.  Plueger,  who  is  President  and  Chief  Operating  Officer  of  Inter- 
national Lease  Finance  Corporation.  And,  Mr.  Plueger's  a  great  cit- 
izen who  has  an  enormous  amount  of  commercial  experience  and 
expertise  in  leasing  large  aircraft.  That  is  what  he  does.  And  he 
has  come  a  long  ways  and  volunteered  to  come  in  as  a  good  citizen 
with  important  information  on  a  critical  subject. 

And  we  thank  you  for  being  with  us.  And  also  your  son,  Alex,  is 
with  us  today.  And  we  are  pleased  to  have  him  also. 

And,  Alex,  thank  you  for  accompanying  your  dad  and  being  part 
of  this  team. 

And,  now,  let  me  recognize  the  committee's  ranking  member,  my 
partner,  the  gentlemen  from  Missouri,  Mr.  Skelton,  for  any  re- 
marks he  is  likely  to  make. 

[The  prepared  statement  of  Mr.  Hunter  can  be  found  in  the  Ap- 
pendix on  page  43.] 


STATEMENT  OF  HON.  IKE  SKELTON,  A  REPRESENTATIVE 
FROM  MISSOURI,  RANKING  MEMBER,  COMMITTEE  ON 
ARMED  SERVICES 

Mr.  Skelton.  Mr.  Chairman,  you  cover  the  waterfront  quite  ade- 
quately, so  let  me  ask  unanimous  consent  that  my  opening  state- 
ment be  put  in  the  record  and  also 

The  Chairman.  Without  objection. 

Mr.  Skelton  [continuing].  I  wish  to  acknowledge  the  presence  of 
the  ranking  member  on  the  Appropriations  Subcommittee  on  Mili- 
tary Affairs,  Norman  Dicks,  who  came  to  Congress  in  the  same 
year  group  and  that  he  be  allowed  to  sit  in  and  also  participate. 
And  I  ask  unanimous  consent  for  that  as  well. 

[The  prepared  statement  of  Mr.  Skelton  can  be  found  in  the  Ap- 
pendix on  page  49.] 

The  Chairman.  Well,  is  there  any  objection  to  Mr.  Dicks,  our 
good  colleague,  participating?  Without  objection,  normally 

Mr.  TiAHRT.  What  about  Mr.  Tiahrt 

The  Chairman.  We  welcome  you.  Well,  you  know,  Mr.  Tiahrt  is 
a  former  member  of  the  committee  here.  I  think  his  old  chair  is 
still  warm.  So,  without  objection  we  will  let  Mr.  Tiahrt  participate 
also.  Thank  you. 

Is  there  anyone  else  who  would  like  to  make  an  opening  state- 
ment? I  think  Mr.  Bartlett,  who  has  held — already  held  a  hearing 
in  his  subcommittee  on  this  issue  and  has  done  a  lot  of  work  would 
like  to  make  an  opening  statement. 

The  gentleman  from  Maryland  is  recognized  and  then  the  gen- 
tleman from  Kansas,  Mr.  Ryun. 

Mr.  Bartlett.  Thank  you,  Mr.  Chairman,  for  holding  this  very 
important  hearing.  The  subcommittee,  which  I  have  the  pleasure 
to  chair,  has  followed  the  issue  of  airborne  tankers  very  closely.  In 
fact,  as  you  know,  within  the  last  month  our  subcommittee  held  a 
hearing  on  the  status  of  the  current  tanker  fleet  and  airborne  tank- 
er future  requirements.  What  we  learned  in  that  hearing  was  that 
there  are  many  unanswered  questions  that  should  be  answered, 
should  be  addressed  before  making  a  decision  that  makes  a  major 
change  in  acquisition  policy,  while  also  having  major  potential  in- 
creased cost  consequences  to  the  American  taxpayer. 

And  having  read  today's  witness  statements  these  questions  re- 
main unanswered.  Several  points  are  worth  noting.  First,  analyt- 
ically, the  data  indicates  the  current  tanker  fleet  is  quite  healthy. 
In  May,  the  active  fleet  of  KC-135  had  a  mission  capable  rate  of 
85  percent,  the  Air  Force  objective.  On  the  corrosion  issue,  only  an- 
ecdotal information  has  been  provided  by  the  Department  of  De- 
fense (DOD).  Right  up  until  Congress  authorized  the  lease  of  a  new 
tanker  aircraft  in  2001,  the  Air  Force  had  been  quite  consistent  in 
saying  that  there  was  no  urgent  requirement  for  replacing  the 
tanker  fleet. 

When  Congress  authorized  this  100  aircraft  pilot  program  in 
2001,  there  was  no  Air  Force  budget  request  for  new  tanker  air- 
craft. To  the  contrary,  the  Air  Force  completed  an  economic  service 
life  study  of  its  tanker  fleet  in  early  2001  and  concluded  that  "The 
fatigue  life  of  the  KC-135,  with  adjustments  made  for  the  affect  of 
corrosion  on  crack  growth,  should  permit  the  aircraft  to  remain  via- 
ble through  the  year  2040." 


Second,  we  are  told  that  the  fleet  is  increasingly  costly  to  main- 
tain, yet  projected  costs  to  increase — predicted  costs  will  increase 
one  to  two  percent  a  year  through  2004.  Such  low  inflation  rates 
would  be  the  envy  of  the  medical  and  educational  sectors  of  our 
economy. 

Further,  while  the  number  of  days  required  in  depot  mainte- 
nance for  the  aircraft  increased  through  2002,  this  trend  has  re- 
cently reversed  and  the  number  of  aircraft  in  depot  maintenance 
status  reversed  three  years  ago.  And  according  to  GAO  provided 
data  has  dropped  45  percent  in  the  three-year  period. 

Third,  there  is  no  current  tanker  requirements  analysis  using  the 
present  national  strategy.  The  most  recent  analysis  was  done  in 
2001. 

Fourth,  an  analysis  of  alternatives  for  choosing  a  replacement 
tanker  aircraft  has  not  been  accomplished.  Several  other  options 
resist  replacing  our  tankers  if  there  is  a  need  to  do  so.  No  analysis 
on  these  options  has  been  provided.  The  Air  Force  hasn't  even  been 
able  to  provide  the  cost  data  on  procuring  the  tankers  on  the  same 
schedule  as  the  proposed  lease. 

Fifth,  the  recent  report  to  Congress  on  the  lease  provides  no  ana- 
Ij^tical  data  upon  which  to  base  a  lease  versus  buy  decision.  Such 
an  analysis  will  not  be  available  until  next  month.  What  is  avail- 
able indicates  that  it  will  cost  up  to  $1.9  million  more  to  lease  ver- 
sus buy  the  aircraft.  The  greater  cost  to  lease  is  easy  to  understand 
when  one  notes  that  the  bonds  will  be  issued  to  support  the  lease 
of  the  tankers  will  be  at  rates  one  half  of  a  percent  to  five  percent 
higher  than  U.S.  government  debt.  Lease  proponents  indicate  that 
the  $1.9  billion  higher  cost  to  lease  the  aircraft  is  based  on  a  multi- 
year  procurement  that  they  say  Congress  is  unlikely  to  approve. 

Yet,  at  the  same  time,  the  same  proponents  are  asking  us  to  ap- 
prove a  multi-year  lease  for  the  same  100  aircraft.  If  we  accept  the 
requirement  for  new  tankers  why  would  we  approve  a  multi-year 
lease  of  100  aircraft  and  not  a  multi-year  procurement  of  100  air- 
craft at  considerably  less  money?  And,  finally,  we  are  being  asked 
to  approve  a  multi-year  lease  for  100  aircraft  with  a  total  cost  of 
$20  billion  to  $25  billion  to  meet  a  supposed  urgent  requirement 
for  tankers  at  the  same  time  the  Air  Force  is  asking  us  to  approve 
the  retirement  of  68  of  the  existing  KC-135Es  over  the  next  3 
years.  If  the  tanker  requirement  is  so  urgent,  why  are  the  tankers 
being  retired?  If  the  requirement  isn't  so  urgent  but  aircraft  condi- 
tion is  a  concern,  wh}^  not  modify  the  remaining  65  KC-135E  air- 
craft being  retained  to  our  models  at  a  total  cost  of  less  than  $2 
billion  less  than  1  year's  worth  of  lease  payments?  This  would 
allow  us  to  take  the  time  to  do  the  proper  analysis  of  alternatives 
and  it  might  be  noted  that  currently  Es  are  in  depots  being  con- 
verted to  Rs  and  the  administration  has  asked  for  an  increase  in 
this  year  budget  of  monies  to  modify  another  four  Es  to  Rs. 

Mr.  Chairman,  I  have  not  seen  the  analysis  that  indicates  our 
current  tankers  are  such  extreme  condition  that  supports  this  dras- 
tic action  on  our  part  justifying  a  major  change  in  acquisition  pol- 
icy and  costing  the  taxpayers,  by  current  estimates  almost  $2  bil- 
lion more  than  procuring  the  aircraft. 

Again,  Mr.  Chairman,  thank  you  very  much  for  holding  this  very 
important  and  timely  hearing. 


The  Chairman.  I  want  to  thank  the  gentleman  I  want  to  thank 
him  as  the  Chairman  of  Projection  Forces  for  the  important  hear- 
ing that  he  held  on  same  subject  and  we  have  two  other  members 
who  wish  to  speak,  the  gentleman  from  New  Jersey,  Mr.  Saxton, 
and  the  gentleman  from  Kansas,  Mr.  Ryun. 

The  distinguished  gentleman  from  New  Jersey. 

Mr.  Saxton.  Thank  you,  Mr.  Chairman.  I  would  just  like  to  note 
at  the  outset  that  numerous  studies  that  have  been  done  by  the  Air 
Force  and  by  other  organizations  indicate  a  great  potential  weak- 
ness in  our  current  tanker  fleet.  Going  back  as  far,  for  example,  as 
1995,  there  were  two  studies  addressing  the  fatigue,  one  was  called 
the  Fatigue  Life  study  of  the  KC-135.  And  in  1995  an  air  mobility 
master  plan  was  developed  noting  the  serious  potential  problems 
because  of  fatigue  in  these  tanker  platforms. 

And  between  1994  and  1995  there  were  a  series  of  studies  done 
by  the  RAM  Corporation,  which  pointed  out  similar  weaknesses  in 
the  KC-135  airframes.  Then  in  1996  the  GAO  did  a  study  and  con- 
cluded in  part  that  the  cost  to  operate  increased  between — the  KC- 
135  increased  by  24  percent  between  1996  and  2001  and  drew  con- 
clusions that  as  time  passed  by  with  regard  to  these  aging  frames, 
that  the  cost  of  operating  the  frames  would  continue  to  increase  at 
an  accelerated  rate. 

Then  in  1998  an  engine  modernization  study  showed  that  re- 
engining  would,  in  fact,  create  some  efficiencies  in  the  KC-135  re- 
engined  R  models,  but  would  be  insufficient  to  overcome  the  sub- 
stantial initial  investment.  And  then  in  2000  an  air  mobility  mas- 
ter plan  was  again  constructed,  put  together  by  the  Air  Force  and 
the  major  factor  was  pointed  out  in  the  master  plan  the  major  fac- 
tor limiting  the  ability  to  move  forward  with  the  KC-135  program 
was,  in  fact,  a  corrosion  issue,  which  provided  substantial  limits. 

More  recently,  a  tanker  requirement  study,  which  was  done  to 
study  the  tanker  requirements  that  would  occur  by  2005  the  re- 
sults of  this  study  identified  the  need  for  approximately  500  to  600 
KC-135R  equivalence  and  approximately  900  to  1,000  air  crews  to 
be  available  to  meet  the  refueling  requirements  depending  upon 
the  scenario  that  developed  by  2005. 

So,  Mr.  Chairman,  there  are  two  sets  of  facts  here.  One  set  of 
facts  involving  the  requirement,  another  set  of  facts  involving  the 
limitations  placed  on  our  ability  to  meet  that  requirement  by  this 
old  airplane  and  corrosion  and  other  issues.  And,  so,  I  think  that 
while  I  appreciate  the  position  that  some  take,  that  we  need  to  jus- 
tify this  lease  carefully.  We  do,  in  fact,  need  to  do  that.  But,  the 
facts  are  the  facts.  A  42-year-old  airplane  that  has  corrosion  prob- 
lems and  other  potential  problems  can  probably  not  be  expected  to 
be  able  to  meet  the  requirements  that  exist. 

And,  so,  we  have  a  choice  to  make.  We  can  use  money  that  we 
would  otherwise  use  for  the  F-22  program  or  the  joint  strike  fight- 
er or  C-17  requirements  and  shift  them  into  a  multi-year  purchase. 
Or  we  can  find  a  way  to  get  airframes  that  we  need  in  a  more 
rapid  way.  That  is  what  this  issue  is  all  about,  those  sets  of  facts. 

And,  so,  I  thank  you  for  holding  this  hearing  this  morning  so 
that  we  can  further  discuss  this  very  important  issue.  I  just  fin- 
ished reading  a  book  that  identified  the  mechanisms  and  the  ways 
and  the  methods  of  warfare  that  we  currently  use.  The  book  was 


about  our  war  in  Afghanistan.  And  without  a  robust  tanker  capa- 
bihty  we  can't  do  those  operations.  This  is  an  extremely  important 
issue  that  sometimes,  you  know,  we  don't  read  about  big  old  tank- 
ers that  lumber  out  there  and  refuel  our  war  fighters.  But,  this  is 
a  crucial  issue  and  one  that  we  need  to  come  to  an  appropriate  con- 
clusion on.  Thank  you. 

The  Chairman.  I  thank  the  gentleman  for  his  very  eloquent 
statement. 

And,  the  gentleman  from  Kansas,  Mr.  Ryun,  also  has  a  state- 
ment. 

Mr.  Ryun.  Thank  you,  Mr.  Chairman.  Thank  you  for  holding  this 
hearing  and  I  want  to  thank  our  witnesses  for  coming  to  testify 
this  morning  and  I  look  forward  to  their  statements. 

Before  we  begin  I  want  to  offer  a  couple  more  thoughts  on  this 
very  important  procurement  project.  From  dangers  posed  by  re- 
gional instability  to  the  continued  war  on  terrorism,  the  need  for 
a  strong  force  platform  remains  a  top  priority  of  our  military.  The 
Air  Force  tankers  are,  therefore,  an  essential  tool  of  our  nation's 
war  fighters.  As  the  Pentagon  report  to  Congress  on  the  tanker 
lease  project  states,  "Our  military  success  in  Afghanistan  and  Iraq 
were  critically  dependent  on  air  refueling  to  extend  the  range  of 
our  air  lifters,  sensor  aircraft,  Navy,  Marine  Corps,  and  U.S.  Air 
Force  bombers  and  strike  aircraft.  These  conflicts,  along  with  the 
ongoing  war  on  terrorism  heightened  homeland  security  have  in- 
creased air  refueling  requirements." 

This  being  said,  these  critical  important  tools  are  unfortunately 
the  Air  Force's  oldest  combat  aircraft.  As  a  member  who  has  an  Air 
National  Guard  base  in  his  district  with  a  tanker  mission,  I  have 
seen  firsthand  the  importance  of  and  difficulties  facing  our  tanker 
fleet.  Forbes  field  currently  has  10  KC-135Es  in  a  fleet  with  an  av- 
erage age  of  around  43  years;  the  Forbes  aircraft  are  some  of  the 
oldest  tankers  in  our  military.  Although  the  air  crewman  at  Forbes 
Field  and  around  the  county  do  a  fantastic  job  maintaining  and  re- 
pairing these  aircraft,  the  poor  reliability  and  operational  limita- 
tions of  these  older  planes  are  making  them  increasingly  less  use- 
ful for  our  war  fighting  efforts. 

If  an  aircraft  is  only  mission  capable  71  percent  of  the  time, 
which.  General  Zettler  stated  during  his  June  24  testimony  in  re- 
gards to  the  E  model,  their  effective  utilization  in  combat  situa- 
tions are  limited.  In  addition,  the  KC-135's  are  experience  unpre- 
dictable corrosion.  Operating  maintaining  costs  are  escalating 
while  operational  requirements  continue  to  only  increase.  The  out- 
dated planes  are  clearly  becoming  the  Achilles  heel  in  our  nation's 
air  fleet.  The  simple  fact  is  that  we  need  new  tankers.  This  lease 
agreement  has  gone  through  a  rigorous  process  to  ensure  the  needs 
of  our  military  and  to  respect  our  taxpayers  that  they  are  both  met. 

I  am  very  pleased  that  the  Secretary  of  Defense  has  finally  ap- 
proved this  plan.  And,  with  that,  I  looked  to  our  witnesses'  testi- 
mony this  morning.  Thank  you. 

Mr.  Chairman,  thank  you. 

The  Chairman.  I  thank  the  gentleman  for  his  statement. 

And,  again,  thanks  to  our  panel  for  being  here  and  Secretary 
Wynne,  why  don't  you  start  off  and  we  will  go  right  down  through 


the  panel.  And  without  objection,  all  written  statements  will  be 
taken  into  the  record. 

STATEMENT  OF  MR.  MICHAEL  WYNNE,  ACTING  UNDER  SEC- 
RETARY OF  DEFENSE  FOR  ACQUISITION,  TECHNOLOGY  AND 
LOGISTICS;  MR.  MARVIN  R.  SAMBUR,  ASSISTANT  SECRETARY 
OF  THE  AIR  FORCE  (ACQUISITION);  MAJ.  GEN.  PAUL  W. 
ESSEX,  DIRECTOR,  PLANS  AND  PROGRAMS  HEADQUARTERS, 
AIR  MOBILITY  COMMAND;  MR.  NEAL  CURTIN,  GENERAL  AC- 
COUNTING OFFICE  AND  MR.  JOHN  L.  PLUEGER,  PRESIDENT 
AND  CHIEF  OPERATING  OFFICER,  INTERNATIONAL  LEASE 
FINANCE  CORPORATION 

Secretary  WYNNE.  Thank  you  very  much,  Mr.  Chairman.  I  appre- 
ciate the  opportunity  to  come  before  you  today  to  talk  about  the 
substance  and  the  policy  implications  of  the  Air  Force  tanker  lease 
proposal.  On  May  23,  the  department  announced  the  secretary's  de- 
cision to  approve  the  Air  Force  proposal  to  enter  into  a  multi-year 
pilot  program  for  leasing  general  purpose  Boeing  767  aircrafts 
under  the  authority  in  Section  8159  of  the  Appropriations  Act  of 
2002. 

There  is  consensus  within  the  Department  that  we  must  start  re- 
capitalizing the  airborne  tanker  fleet  as  soon  as  possible  and  also 
that  re-engining  the  KC-135E  aircraft  will  not  necessarily  extend 
their  service  life.  Options  include  an  aircraft  incorporating  a  new 
design  or  a  varying  of  an  existing  aircraft.  An  aircraft  based  on  a 
new  design  would  cost  the  department  research  and  development 
funds  and  some  estimates  are  that  such  a  new  aircraft  would  cost 
in  the  range  of  $200  million  per  unit. 

While  a  planned  commercial  derivative,  if  it  was  to  be  available, 
was  estimated  to  cost  between  $150  million  to  $160  million.  There 
are  only  four  suppliers  who  could  develop  and  produce  such  a  tank- 
er aircraft.  That  would  be  Boeing.  We  received  a  proposal  from 
Lockheed  Martin.  We  have  received  a  proposal  from  the  European 
Air  Defense  Systems,  EADS  and  the  Russians.  And  only  three  cur- 
rently produce  wide-body  aircraft. 

The  department's  plan  and  the  President's  fiscal  year  2004  budg- 
et was  to  begin  tanker  development  program,  our  commercial  de- 
rivative plan  in  fiscal  year  2006.  With  the  first  tanker  delivery  tar- 
geted for  fiscal  year  2009.  However,  when  the  Congress  gave  us 
pilot  program  authority  to  lease,  this  allowed  the  department  to  ag- 
gressively pursue  a  tanker  design  based  on  the  767  airframe  before 
its  commercial  production  line  ended,  an  option  which  might  not 
have  been  available  in  fiscal  year  2006.  On  its  face,  this  is  clearly 
a  less  expensive  alternative  than  new  development.  It  also  has  far 
less  cost  risk  than  waiting  until  fiscal  year  2006  when  the  same 
commercial  opportunity  might  no  longer  exist. 

The  Air  Force  proposed  leasing  tankers  and  brought  their  pro- 
posal to  the  leasing  review  panel,  which  compared  the  merits  and 
shortcomings  of  both  leasing  and  purchasing  KC-767  aircraft  given 
the  767  line  remained  open  for  both  leasing  and  purchasing. 

Based  on  input  from  the  co-chairs  of  this  panel,  the  secretary  de- 
termined that  the  lease  option  best  met  the  needs  of  the  Air  Force 
and  was  preferable  because  leasing  minimizes  the  near-term  cost 
to  the  Department  of  Defense  and  delivers  the  aircrafts  sooner.  If 
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we  were  to  purchase  the  aircraft  and  Boeing  were  to  dehver  on  the 
same  schedule,  as  it  will  under  the  lease,  it  would  require  billions 
of  dollars  more  in  the  future  year  defense  program,  the  FYDP.  As 
we  have  pursued  a  goal  of  stability  in  programs,  such  a  reallocation 
would  have  been  counter  to  that  goal  of  stability  and  disrupted 
many  ongoing  programs,  which  would  have  had  a  deleterious  effect. 

On  July  10,  the  Secretary  of  the  Air  Force  notified  the  defense 
committees  that  the  department  intends  to  lease  100  Boeing  767 
aircraft  under  the  multi-year  aircraft  lease  pilot  program  and  pro- 
vided a  report  on  tanker  leasing  to  those  committees.  In  accordance 
with  the  Section  8159  of  that  Appropriations  Act.  It  requires  the 
Air  Force  to  wait  at  least  30  calendar  days  after  it  submitted  that 
report  before  entering  into  such  a  lease. 

We  also  provided  to  the  defense  committees  and  to  the  appropria- 
tions committees  a  new  start  notification  and  will  not  award  a  con- 
tract until  the  defense  committees  have  approved  this  new  start. 
As  of  today,  I  am  pleased  to  report  to  you  that  we  received  ap- 
proval from  the  defense  committees,  subcommittees  of  the  House 
and  Senate  appropriation  committees. 

While  a  proposed  lease  will  provide  for  delivery  of  a  total  of  100 
KC-767  aircraft,  approximately  60  of  which  will  be  delivered  in  the 
future  year  defense  program  time  period.  The  department  intends 
to  recapitalize  the  airborne  tanker  fleet  fully,  and,  therefore,  will 
likely  go  beyond  this  initial  100  aircraft  in  the  future.  The  Air 
Force  has  been  directed  to  develop  a  long-range  recapitalization 
plan  beyond  the  current  lease  proposal  and  we  will  address  that 
plan  in  the  President's  fiscal  year  2006  budget. 

Before  I  conclude  my  remarks  this  morning,  I  would  like  to  men- 
tion the  department's  broader  approach  to  leasing  for  major  pieces 
of  military  equipment.  The  department  issued  direction  on  the 
multi-year  leasing  of  capital  assets  in  the  November  2001  memo- 
randum. It  encourages  the  use  of  multi-year  leasing  as  a  means  of 
acquiring  capital  assets  where  it  makes  good  business  sense. 

The  department  also  at  that  time  established  a  leasing  review 
panel  whose  purpose  is  to  review  all  lease  proposals  projected  to 
cost  a  total  of  $250  million  or  more  over  the  life  of  the  lease.  After 
the  panel  reviews  the  leasing  proposal  it  then  makes  a  rec- 
ommendation to  the  appropriate  authority  for  approval. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  testify  before 
this  committee.  I  would  be  pleased  to  answer  any  questions  that 
you  or  members  of  this  committee  might  have. 

[The  prepared  statement  of  Secretary  Wynne  can  be  found  in  the 
Appendix  on  page  50.] 

The  Chairman.  Thank  you,  Mr.  Wynne,  and  folks  we  are  going 
to  have  a  series  of  votes.  So,  why  don't  we  try  to  get  Dr. 
Sambur's — we  are  going  to  have  six  votes  in  fact.  The  first  15 
minute,  the  rest  fives.  Why  don't  we  try  to  get  Dr.  Sambur's  state- 
ment in,  maybe  even  General  Essex's  and  then  we  will  break  for 
votes. 

Dr.  Sambur,  thank  you  for  being  with  us. 

Dr.  Sambur.  Chairman  Hunter,  Congressman  Skelton  and  mem- 
bers of  the  committee,  thank  you  for  the  opportunity  to  appear  be- 
fore you  today.  I  will  be  delivering  the  oral  statement  for  the  Air 


Force.  Let  me  begin  with  a  "to  the  point"  statement  as  to  why  we 
need,  urgently  need,  a  positive  response  to  our  tanker  proposal. 

First,  tankers  are  critical  to  the  defense  of  our  country.  Out  of 
24,200  total  United  States  Air  Force  sorties  flown  in  Operation 
Iraqi  Freedom,  6,200  were  tanker  sorties,  only  2,600  left  in  the  ac- 
tual United  States  Air  Force  fighter  sorties. 

Second,  the  KC-135's,  which  make  up  90  percent  of  the  tanker 
fleet,  are  over  40  years  old  and  are  beginning  to  show  real  signs 
of  wear  and  are  being  used  at  a  steady  state  tempo  over  the  last 
2  years  that  were  never  forecasts  or  even  imagined  before  Septem- 
ber 11,  2001.  More  importantly,  the  Air  Force  has  placed  flight  re- 
strictions on  the  KC-135Es  because  of  corrosions  in  the  engine 
struts  because  this  corrosion  is  becoming  widespread  and  is  only 
expected  to  get  worse,  the  Air  Force  has  deemed  that  the  risk  of 
relying  on  the  KC-135's  to  meet  our  mission  requirements  is  too 
high. 

Therefore,  the  United  States  made  the  decision  to  retire  the  KC- 
135Es  and  utilize  the  135Es  aircrew  to  fly  more  hours  on  the 
slightly  younger  KC-135Rs. 

Third,  we  looked  at  several  alternatives  to  our  tanker  needs.  We 
seriously  evaluated  a  tanker  offering  from  Airbus  and  we  took  a 
very,  very  hard  look  at  the  possibility  of  re-engining  the  KC-135Es. 
And  the  fact  is  we  could  spend  billions  to  put  new  engines  on  an 
old  airframe.  But,  still  not  stem  the  aging  issues  currently  being 
faced. 

Fourth,  the  financial  means  the  business  community  uses  to  com- 
pare lease  versus  buy  is  net  present  value.  For  the  tankers  with 
the  assumptions  agreed  to  by  OSD  and  Office  of  Management  and 
Budget  (OMB)  the  difference  between  purchase  and  lease  is  less 
than  1  percent. 

Fifth  and  most  importantly,  leasing  affords  the  fielding  of  60  new 
tankers  to  our  forces  by  fiscal  year  2009,  whereas  the  same  funding 
stream  only  delivers  four  aircraft  by  fiscal  year  2009.  Purchasing 
on  the  same  delivery  schedule  as  the  lease  will  require  more  than 
$11  billion  of  additional  funds  across  the  FYDP.  Let  me  repeat 
that.  More  than  $11  billion  of  additional  funds  across  the  FYDP, 
funding  that  does  not  currently  exist  within  the  Air  Force  plans 
and  can  only  be  obtained  by  seriously  reducing  the  overall  capabili- 
ties of  the  Air  Force. 

The  bottom  line,  the  five  years  we  gain  in  delivering  all  100  air- 
craft tankers  compared  to  a  purchase  to  the  Air  Force  is  very,  very 
significant.  I  would  like  to  use  what  I  call  the  Fedex  example.  Peo- 
ple are  willing  to  pay  a  premium  nearly  $30  to  have  a  letter  deliv- 
ered the  next  day  when  a  37  cent  stamp  you  can  get  the  mail  deliv- 
ered only  two  days  later.  We  view  this  five-year  gain  as  a  much- 
needed  insurance  policy  against  the  unknown,  unknown  aging  air- 
craft issues  that  are  becoming  more  apparent  every  day. 

The  Air  Force  cannot  afford  a  catastrophic  incident  that  will 
ground  the  tanker  fleet.  We  urgently  need  to  recapitalize  now. 

Thank  you  for  your  consideration.  And  I  have  made  the  Air  Force 
statement  and  thank  you  very  much.  And,  I  heard  the  bell  ring, 
so 

[The  prepared  statement  of  Dr.  Sambur  can  be  found  in  the  Ap- 
pendix on  page  55.] 
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The  Chairman.  Thank  you.  Dr.  Sambur,  I  thank  you  for  your 
statement. 

I  am  told  now  that  we  have  devolved  the  votes  down  to  one  vote. 
So,  we  will  recess  for  the  vote  and  we  will  fire  up  again  in  about 
ten  minutes.  Thank  you,  gentlemen,  and  we  will  start  with  you 
General  Essex. 

[Recess.] 

The  Chairman.  Gentlemen,  we  will  go  ahead  and  fire  up  under- 
standing that  the  other  witnesses  are  being  rounded  up  now. 
Please,  pardon  us;  because  we  had  originally  a  five-vote  schedule 
and  then  after  the  first  vote,  the  decision  was  made  to  roll  those 
votes  and  I  had  already  sent  word  down  to  let  everybody  take  a 
break  until  noon.  So,  we  apologize,  that  is  show  business. 

General  Essex. 

Dr.  Sambur,  you  completed  your  statement. 

And,  General  Essex,  please  proceed,  sir. 

General  ESSEX.  Sir,  Dr.  Sambur  gave  the  Air  Force  statement,  so 
I  will  pass  to  Mr.  Curtin. 

The  Chairman.  Okay. 

Mr.  Curtin. 

Mr.  Curtin.  Thank  you,  Mr.  Chairman  and  members  of  the  com- 
mittee. You  have  asked  us  for  preliminary  observations  on  the  Air 
Force's  proposal  and  any  other  issues  that  might  be  of  use  to  the 
committee  in  its  deliberations  on  this  matter.  And  I  want  to  be 
very  clear  right  up  front  that  at  this  point  GAO  really  has  not  had 
time  to  do  all  of  the  types  of  analysis  that  we  had  hoped  to  do.  The 
Air  Force  report  was  just  sent  to  the  Congress  and  we  received  it 
on  July  11.  And  we  just  saw  the  draft  lease  itself  last  Friday,  July 
18. 

So,  what  you  see  in  my  prepared  statement  is  a  series  of  ques- 
tions and  issues  for  consideration  that  we  are  pursuing  now  and 
that  I  believe  the  committee  should  be  aware  of  as  it  considers  this 
proposal.  And  since  my  full  statement  is  being  placed  in  the  record, 
I  want  to  take  just  a  couple  of  minutes  to  highlight  some  of  these 
key  considerations. 

First,  the  Air  Force  report  acknowledges  that  leasing  is  more  ex- 
pensive, but  its  analysis  indicates  the  net  present  value  difference 
of  only  $150  million  favoring  purchase.  We  have  not  had  time  to 
validate  the  Air  Force  analysis,  but  it  does  appear  to  have  followed 
the  0MB  A94  guidelines.  We  do  know  that  in  some  of  the  sensitiv- 
ity analysis  the  Air  Force  did  the  cost  difference  in  favor  of  pur- 
chase was  even  greater,  including  one  case  in  which  the  difference 
would  be  $1.9  billion  under  an  assumption  of  a  multi-year  procure- 
ment for  the  purchase  option. 

Since  this  type  of  analysis,  this  net  present  value  analysis,  is  so 
sensitive  the  assumptions  used  will  be  conducting  additional  sen- 
sitivity analysis  to  show  the  range  of  comparisons  between  lease 
and  purchase. 

Second,  the  Air  Force  does  not  make  the  case  that  leasing  is 
cheaper.  Instead,  the  real  main  argument  for  the  proposal  is  that 
there  is  an  urgent  need  to  begin  replacing  the  current  tanker  fleet. 
And  leasing  provides  aircraft  earlier  and  more  quickly  than  pur- 
chase under  current  budget  constraints.  Leasing  would  provide  the 
first  planes  in  August  2006,  whereas,  under  the  current  procure- 
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ment  plan  the  Air  Force  would  not  receive  the  first  plane  until  fis- 
cal year  2009. 

In  our  view  this  urgency,  the  urgency  of  the  need  is  really  a  mat- 
ter of  how  much  risk  the  Air  Force  and  the  Congress  are  willing 
to  accept.  We  pointed  out  as  far  back  as  our  1996  report  that  the 
Air  Force  needed,  at  that  time,  to  start  planning  to  replace  the 
aging  fleet  of  KC-135  tankers.  They  were  35  years  old  at  that 
point.  And  we  thought  that  was  getting  kind  of  old. 

The  Air  Force  said  at  the  time 

The  Chairman.  When  did  you  point  that  out? 

Mr.  CuRTiN.  In  the  1996  report. 

The  Chairman.  That  the  tanker  replacement  needed  to  com- 
mence shortly. 

Mr.  CURTIN.  That  the  Air  Force  needed  to  start  planning  for  the 
replacement  of  that  fleet  back  at  that  time,  yes.  We  did  not  specify 
when  it  should  start.  We  said  the  fleet  is  aging,  would  be  develop- 
ing maintenance  problems.  It  is  time  to  start  looking  at  the  re- 
placement. 

The  Air  Force  said  at  that  time,  though,  that — and  really  up 
until  about,  18  months  ago  that  the  tankers  were  a  lower  priority, 
that  replacement  could  wait  until  later  in  this  decade.  The  KC- 
135's  are  increasingly  difficult  and  expensive  to  maintain,  but  the 
Air  Force  has  been  able  to  meet  the  heavy  demands  of  the  past  two 
years  with  the  existing  fleet.  The  risk  is  that  the  aging  planes 
would  incur  some  fleet-wide  problem  in  the  intervening  years  be- 
tween 2006  and  2009  that  would  jeopardize  the  mission  and  there 
is  just  no  way  to  see  the  future  and  predict  how  likely  such  a  fleet- 
wide  grounding  would  be.  The  third  item,  under  the  proposal  the 
aircraft  will  be  owned  by  a  special  purpose  entity  that  will  borrow 
money  to  pay  Boeing  and  in  turn  be  reimbursed  by  the  Air  Force 
through  the  lease  payments.  This  is  an  unusual  arrangement  for 
the  Air  Force  and  I  think  for  the  federal  government.  It  is  impor- 
tant for  the  Congress  to  have  a  good  understanding  of  how  this  will 
work  and  the  implications  of  it,  especially  how  the  government's  in- 
terests are  protected  under  such  an  arrangement. 

Fourth,  the  Congress  also  needs  to  be  aware  that  as  part  of  the 
lease  contract,  DOD  plans  to  contract  with  Boeing  as  part  of  the 
lease  agreement,  DOD  plans  to  contract  with  Boeing  for  logistics 
support.  It  will  total  over  $5  billion  during  the  period  of  the  lease, 
about  $50  million  per  aircraft.  Boeing  would  handle  all  mainte- 
nance above  the  flight  line  level.  We  don't  know  at  this  point  to 
what  extent  the  Air  Force  considered  other  options  for  mainte- 
nance, such  as  competition  or  public  private  partnership,  which 
might  have  been  a  more  economical  logistics  approach. 

Fifth,  there  are  also  some  issues  to  consider  when  the  leases  ex- 
pire at  the  end  of  each  six-year  period.  Under  the  agreement,  the 
aircraft  are  supposed  to  be  returned  to  the  owner,  the  special  pur- 
pose entity  at  the  end  of  the  lease.  At  that  point,  the  Air  Force 
would  have  made  lease  payments  of  about  90  percent  of  the  value 
of  the  aircraft  and  the  Air  Force  would  actually  incur  additional 
costs  estimated  at  about  $778  million  to  remove  Air  Force  specific 
equipment  from  the  aircraft  before  returning  them. 

But,  more  importantly,  the  Air  Force  turning  these  airplanes 
back  in  would  lose  tanker  capacity  that  it  would  somehow  have  to 
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replace,  either  by  additional  leases,  by  additional  procurements.  In 
other  words,  if  the  Air  Force  really  leases  these  planes  for  six  years 
and  then  turns  them  back  in,  this  proposal  probably  does  not  make 
good  sense,  either  financially  or  militarily.  The  need  for  tankers  is 
a  long-term  need. 

The  Chairman.  And  not  to  cut  in  Mr.  Curtin,  but  aren't  these 
tankers,  obviously,  the  fleet  we  have  got  now  have  long — have  a 
high  endurance  quotients.  They  have  been  going  for  over  40  years. 
So,  as  I  understand  the  six  years,  is  not  with  any  intention  to  not 
retain  the  tankers  and  that  in  reality  we  are  going  to  keep  these 
babies  flying  for  a  long  time?  We  are  going  to  buy  out  the  lease. 
So,  the  key  question  really  is  that  residual.  But,  that  rather  the  six 
years  was  based  on,  at  that  point,  money  being  cheaper  for  the  gov- 
ernment than  it  is  for  industry  and  it  making  sense  to  buy  out  the 
lease.  Is  that 

Mr.  Curtin.  That  is  true. 

The  Chairman.  I  mean  nobody  has  said  a  tanker's  going  to  have 
a  six-year  life  and  then  it  is  gone  and  you  might  as  well  turn  them 
back  in.  We  are  flying  40-year  tankers. 

Mr.  Curtin.  The  Air  Force  report  makes  pretty  clear  that  the — 
let  me  put  it  this  way.  This  is  set  up  as  an  operating  lease,  not 
a  capital  lease.  So,  the  Air  Force  cannot  automatically  exercise  an 
option  and  procure  these  at  the  end  of  each  six-year  lease  period. 
They  have  to  come  back  to  Congress  for  some  sort  of  authority  and 
for  funding. 

The  Chairman.  But,  don't  they  have  a  contractual  right  to  do 
that  with  Boeing,  do  they  not? 

Mr.  Curtin.  It  will  be  part  of  the  agreement  that  will  be  signed 
with  Boeing  that  the  Air  Force  can  exercise  an  option  to  buy  these 
at  residual  value.  All  the  analysis  is  based  on  turning  the  aircraft 
back  in.  The  Air  Force  report  submitted  to  Congress  says  we  are 
going  to  turn  these  back  in. 

The  Chairman.  I  understand.  That  is  why  we  have  got  you  today 
to  talk  about  what  is  really  going  to  happen. 

Mr.  Curtin.  Yes. 

The  Chairman.  Okay. 

Mr.  Curtin.  Well,  that  is  what  I  am  trying  to  do  is  make  it  clear 
that  for  this  to  work,  you  need  to 

The  Chairman.  I  understand.  You  are  following  a  formula. 

Mr.  Curtin.  You  need  to  consider  the  total  cost  of  this. 

The  Chairman.  You  are  following  the  formula  that  has  been  laid 
out  for  you.  Okay.  But,  we  want  to  have  some  insight  into  what 
we  are  really  going  to  do  because  we  all  know  we  are  really  going 
to  keep  them  and  a  tankers  have  a  longer  life  than  six  years. 

Mr.  Curtin.  Yes.  Exactly.  And  let  me  make  that  point.  The  pro- 
posal does  allow  the  government  to  purchase  the  aircraft  at  the  end 
of  the  lease  period  at  the  residual  value,  which  is  estimated  and 
I  don't  think  there  is  a  firm  number  in  the  agreement  at  this  point 
at  about  $44  million  per  aircraft  in  then-year  dollars,  4.4  billion  if 
you  buy  all  100  of  those.  And  to  exercise  that  option  you  have  to 
come  back  to  Congress  for  authorization  and  funding  as  the  leases 
expire. 

And  the  only  thing  I  want  to  point  out  is  that  Congress  needs 
to  understand  that  is  not  a  six-year  deal.  This  is  tankers  that  you 
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are  going  to  have  for  the  next  20  or  25,  30  or  40  years,  however 
long  this  fleet  lasts.  And  you  need  to  look  at  the  total  cost  of  that, 
not  just  the  lease  payment  cost. 

And  there  are  a  lot  of  numbers  in  the  Air  Force  report,  but  I  am 
not  sure  there  is  anything  that  tells  what  the  total  program  cost 
is  for  the  entire  life  of  these  aircraft.  And  then  one  final  point  and 
I  will  stop,  just  to  make  you  aware,  the  lease  agreement  itself  has 
not  yet  been  finalized. 

The  Air  Force  has  told  us  the  lease  is  still  in  draft,  subject  to 
change.  They  have  let  us  read  it  in  the  Pentagon.  We  haven't  been 
able  to  get  a  copy  of  it.  And  the  Congress  just  needs  to  be  aware 
that  some  details  of  the  lease  are  still  subject  to  change.  And  I  will 
stop  there. 

The  Chairman.  And  is  this  deal  completed  at  this  point? 

Mr.  CURTIN.  It  is  probably  better  to  ask  the  DOD  and  the  Air 
Force. 

The  Chairman.  Is  the  deal  legally  concluded  at  this  point.  Dr. 
Sambur? 

Dr.  Sambur.  There  are  some  terms  and  conditions  that  we  are 
still  trying  to  resolve.  It  is  our  expectation  within  the  next  week 
at  most  we  will  have  everything 

The  Chairman.  Okay.  But,  the  point  is,  the  terms  are — it  is  not 
a  deal.  It  is  not  a  contract  a  binding  contract  at  this  point? 

Dr.  Sambur.  It  is  not  a  binding,  because  neither  company  has 
signed. 

The  Chairman.  I  have  got  you.  Okay. 

You  know,  I  think,  Mr.  Curtin,  one  thing  that  is  important  to  us 
if  you  conclude  that  we  do  need  tankers  and  we  need  to  acquire 
them  in  some  way.  I  think  the  one  thing  that  you  could — that 
would  be  instructive  for  us  that  your  shop  could  provide  is  this  is 
a  comparison.  If  you  presume  that  we  are  going  to  keep  them, 
right?  It  is  not  a  six-year  deal.  It  is  a  positive  as  a  six-year  deal 
for  purposes  of  doing  the  deal,  but  we  are  going  to  keep  them  and 
you  add  up  how  much  money  you  pay,  whether  it  is  monies  trans- 
ferred pursuant  to  a  lease  or  transferred  pursuant  to  a  sale,  how 
much  we  pay  for  what  we  get.  And  lay  those  things  side  by  side. 
And,  just  up  to  the  six-year  point,  because  you  presume  if  at  that 
point  you  have  got  a  pink  slip  on  100  tankers  and  you  need  to  ar- 
range with  a  contractor  if  you  haven't  arranged  earlier  for  a  certain 
warranties  or  maintenance  that  that  is — let  us  presume  that  is 
going  to  be  fairly  consistent  in  cost  whether  you  acquired  them  ini- 
tially by  lease  or  by  sale.  At  that  point  you  got  a  pink  slip  on  100 
tankers. 

Up  to  that  point,  what  have  you  paid  for  what  you  have?  And 
when  did  you  pay  it?  And  have  you  done  that  analysis? 

Mr.  Curtin.  I  don't  have  those  numbers.  The  best  way  to — let  me 
explain  two  different  types  of  comparisons,  the  comparison  the  Air 
Force  has  done  is  using  the  A94  net  present  value  criteria,  which 
is  the  way  you  compare  different  alternatives.  So,  you  look  at  this 
flow  of  money  under  purchase  or  under  lease.  Once  you  have  de- 
cided that  lease  is  the  way  you  are  going  to  go,  then  I  think  you 
need  to  look  at  the  total  cost  of  the  program  if  you  are  going  to  con- 
sider buying  the  aircraft  eventually,  work  that  total  cost.  Generally 
the  way  Congress  would  look  at  that  is  either  in  then-year  dollars, 
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the  dollars  paid  each  year  or  in  constant  dollars,  either  fiscal  2002 
or  fiscal  2003.  Usually  we  use  the  most  recent  and  when  the  pro- 
gram starts,  use  those  constant  dollars  to  compute  the  whole  cost 
of  the  program.  So,  you  have  got  a  pretty  good  basis  to  understand 
what  the  whole  programs  going  to  cost. 

And  I  haven't  seen  that  analysis  done.  They  may  have  that,  but 
we  haven't  seen  it  yet. 

Dr.  Sambur.  Mr.  Chairman,  may  I  just  make  a  comment? 

The  Chairman.  Certainly. 

Dr.  Sambur.  Because  I  think  this  will  be  informative.  If  you  have 
the  net  present  value  that  is  required  by  A94  is  the  same  on  both 
sides,  it  is  the  equal  assumptions  on  the  buy  versus  the  lease. 
What  we  have  in  our  report  is  that  at  the  end  of  the  lease  you  give 
it  back,  but  to  make  the  equation  equal  at  the  end  of  the  six-year 
period  even  if  you  buy  them,  you  sell  them.  So,  it  is  an  equal  com- 
parison of  the  financial  worth  of  buying  versus  the  financial  equa- 
tion of  leasing.  So,  I  don't  want  people  to  misinterpret  that  the 
leasing  numbers  are  different  than  the  buying  numbers  in  the  com- 
parison sense.  They  are  the  same  comparison.  The  same  difference 
of  one  percent  would  have  held  if  we  had  the  assumptions  you  buy 
it  and  don't  give  them  back  versus  the  point  that  Mr.  Curtin  was 
making. 

So,  the  one  percent  difference  is  a  fixed  difference  and  accurately 
reflects  the  disadvantaged  financial  condition  of  leasing  versus  buy- 
ing. 

Mr.  Curtin.  I  don't  disagree  with  that.  The  only  difference  is 
that  once  you  have  made  that  comparison,  what  the  numbers  show 
is  $11.4  billion  as  the  net  present  value  of  the  leases  being  paid 
over  each  six-year  period  or  the  total  of  about  11  years  that  we  will 
have  these  aircraft.  That  11.4  does  not  include  what  you  are  going 
to  have  to  spend  afterwards  to  acquire  them. 

The  Chairman.  You  are  talking  about  the  buy  out  at  the  end? 

Mr.  Curtin.  Right.  Even  though,  for  a  comparison  basis,  it  is 

The  Chairman.  I  understand.  What  you  are  saying  is  if  you  pre- 
sume that  you  want  to  know  how  much  money  you  got  to  pay 
under  a  lease  or  a  sale  until  you  by  golly  hold  the  pink  slip  to  it 
at  the  end  of  six  years,  then  you  add  up  how  much  money  you  pay 
to  lease  it  and  what  the  buy  out  is. 

Mr.  Curtin.  Yes,  that  is — I  mean  that  number,  it  seems  to  me 
Congress  would  want  to  know  that  number  worked  out  in  some 
type  of  constant  dollars  or 

The  Chairman.  Sure.  Because,  for  example,  if  j^ou  buy  the  Ford 
Taurus  and  you  are  pajdng  350  bucks  a  month  and  they  tell  you 
congratulations  at  the  end  of  your  six-year  lease,  you  can  now  own 
the  Ford  Taurus  for  a  mere  $25,000  residual  payment,  it  probably 
isn't  a  great  deal.  If  they  let  you  have  it  for  $1,000  it  sounds  pretty 
good. 

Dr.  Sambur.  We  actually  have  that  within  our  contract.  There  is 
a  defined  residual  value  that  makes  sense.  And,  again,  I  just  want 
to  emphasize  this  is  an  apples  to  apples  comparison  between  buy 
versus  leasing  that  is  reflected  in  the  report.  And  what  Mr.  Curtin 
is  talking  about  is  that  we  would  need  to  add  on  in  their  present 
value  point  of  view,  on  both  sides  of  the  equation,  $2.7  billion. 

The  Chairman.  Well,  precisely. 
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Dr.  Sambur.  And  that  is  one  both  sides  of  the 

The  Chairman.  And,  Dr.  Sambur,  so  what  would  be  good  for  the 
committee  to  have?  And  if  you  and  Mr.  Curtin,  after  we  get  fin- 
ished here,  could  give  us  this,  maybe  collaborate  and  give  us  this. 

Dr.  Sambur.  Certainly. 

The  Chairman.  If  you  presume,  which  we  all  know  the  real 
world  is  we  are  going  to  keep  these  things  past  six  years  and  we 
are  going  to  buy  them  out. 

Dr.  Sambur.  Right. 

The  Chairman.  So,  therefore,  that  buyout  that  residual  payment 
is  relevant  because  we  really  are  going  to  pay  it.  So,  if  you  take 
the  leasing  payments  that  we  make,  the  present  value  and  add  the 
residual  payment,  you  get  the  total  dollars  that  the  U.S.  govern- 
ment has  paid  to  Boeing  to  receive  one,  count  them,  one,  tanker 
aircraft,  whether  you  buy  it  or  lease  it.  One  count  them,  one,  and 
one  each  on  a  100  aircraft  buy.  If  we  have  that  number.  If  you  folks 
could  collaborate  and  get  that  number  that  is  very  instructive  for 
the  committee  I  think. 

Dr.  Sambur.  Okay.  I  actually  have  a  document.  I  will  share  it 
with  Mr.  Curtin  right  now  and  at  the  end  of  the  meeting  we  can 
give  it  to  Mr.  Sullivan. 

The  Chairman.  Okay.  And  please  proceed,  Mr.  Curtin,  I  didn't 
mean  to  divert  you  here. 

Mr.  Curtin.  The  timing  is  good  because  I  was  going  to  wrap  up 
and  just  say  that  we  have  raised  other  questions  in  our  prepared 
statement  and  issues  that  you  may  want  to  pursue  with  the  Air 
Force  today  or  raise  for  the  record.  And  I  will  stop  there  and  be 
glad  to  take  questions  after  Mr.  Plueger. 

[The  prepared  statement  of  Mr.  Curtin  can  be  found  in  the  Ap- 
pendix on  page  67.] 

The  Chairman.  Thank  you  very  much,  Mr.  Curtin. 

And  we  now  have  a  gentleman  who  may  have  more  experience 
than  anybody  in  the  world  in  leasing  big  aircraft.  Mr.  John 
Plueger.  And,  Mr.  Plueger,  thank  you,  again,  as  a  U.S.  citizen  for 
coming  in  and  coming  up  to  the  table  here  and  giving  your 
thoughts  on  this  proposal.  And,  you  know,  I  think  it  would  be  good 
because  you  involve  yourself  in  lots  of  leases  of  big  aircraft  and 
kind  of  instructing  the  committee  on  what  the  considerations  are 
when  you  go  into  a  lease  versus  a  purchase. 

And  I  know  you  do  have  a  pretty  lengthy  statement  here  and  we 
will  take  it  into  the  record  without  objection.  If  you  want  to  sum- 
marize that  and  kind  of  go  right  to  the  heart  of  what  you  think  the 
things  are  we  should  look  at  please  feel  free  to  do  that. 

Once  again,  thank  you  and  thank  you  for  bringing  Alex  along. 
And,  Alex,  I  hope  you  get  a  tour  of  Washington,  D.C.,  while  you 
are  here. 

Mr.  Plueger.  Thank  you.  Chairman  Hunter,  that  is  very  kind. 
As,  Mr.  Chairman,  you  have  mentioned,  originally  I  was  asked  to 
read  my  entire  statement.  I  will  try  and  go  through  the  statement 
and  cut  out  those  parts,  which  I  think  might  miss  the  purpose  of 
this  point.  But,  nevertheless  I  will  start  and  if  there  is  any  time 
constraints,  please  let  me  know. 

My  name  is  John  Plueger  and  I  am  the  president  and  chief  oper- 
ating office  of  International  Lease  Finance  Corporation,  ILFC,  a 
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commercial  airline  operating  lease  company  based  on  Los  Angeles, 
California.  We  are  wholly  owned  by  American  International  Group, 
AIG,  which  is  world-wide  insurance  and  financial  services  company 
traded  on  the  New  York  Stock  Exchange  and  based  in  New  York. 

I  also  have  with  me  today  Mrs.  Julie  Sackman,  ILFC's  executive 
vice  president  and  chief  legal  counsel.  You  have  asked  me  to 
speak 

The  Chairman.  Ms.  Sackman,  thank  you  for  being  with  us.  We 
appreciate  it. 

Mr.  Plueger.  Before  I  begin,  I  would  like  you  and  the  committee 
to  clearly  understand  that  I  am  not  qualified  to  comment  on  gov- 
ernment or  military  procurement  practices  or  programs  as  I  have 
no  experience  in  this  area  and  have  never  been  involved  in  any 
military  procurement,  nor  has  my  company.  I  am  also  not  qualified 
to  comment  on  the  technical  aspects  or  the  financial  costs  of  con- 
verting or  building  a  Boeing  767  200ER  or  300ER  on  which  the 
tanker  platform  is  based  into  a  military  air  refueling  aircraft.  In 
fact,  my  knowledge  of  the  KC-767A  leasing  program  is  limited  to 
the  report,  Mr.  Chairman,  that  you  sent  me,  entitled  Report  to  the 
Congressional  Defense  Committees  on  KC-767A  Air  Refueling  Air- 
craft Multi-year  Lease  Pilot  Program. 

But,  I  do  know  something  about  commercial  airline  operating 
leases,  which  I  have  been  doing  for  the  past  17  years  at  ILFC.  We 
were  founded  in  1973  and  most  people  consider  us  the  pioneer  of 
the  aircraft  lease.  We  did  our  first  aircraft  lease,  the  DC-8  to  Air 
Mexico  in  that  year.  Today  we  have  a  fleet  of  more  than  600  jet 
aircraft  on  lease  to  approximately  160  airlines  worldwide.  Our  leas- 
ing fleet  includes  almost  all  models  of  jet  aircraft  offered  for  sale 
by  Boeing  and  Airbus.  Our  lease  fleet  specifically  includes  60  Boe- 
ing 767  aircraft.  So,  that  aircraft  type  accounts  for  almost  ten  per- 
cent of  our  total  fleet. 

As  measured  by  firm  order  backlog,  meaning  the  number  of  air- 
craft that  we  have  ordered  but  have  not  yet  been  delivered,  ILFC 
is  the  single  largest  customer  of  both  Boeing  and  Airbus.  Specifi- 
cally, with  respect  to  Boeing,  ILFC  today  has  148  aircraft  on  firm 
order  for  delivery  scheduled  through  2009.  Many  people  find  it 
hard  to  believe  that  a  leasing  company,  as  opposed  to  an  airline  is 
actually  the  largest  commercial  customer  for  Boeing  and  Airbus. 
But,  it  reflects  the  dramatic  growth  and  importance  of  the  operat- 
ing lease  as  a  financing  aircraft  procurement  and  flexibility  tool  for 
many,  if  not  most,  of  the  airlines  today. 

I  would  like  to  begin  this  operating  lease  101  discuss  with  a  re- 
view of  the  general  structure  and  pricing  and  financial  parameters 
a  commercial  airline  operating  lease  is.  I  would  like  to  stress  that 
these  are  generalizations.  Each  operating  lease  deal  is  heavily  ne- 
gotiated and  customized,  as  you  would  well  imagine.  Furthermore, 
in  the  highly  competitive  operating  lease  industry  that  exists  for 
commercial  airliners  today  there  are  many  variations  and  dif- 
ferences offered  by  a  variety  of  excellent  companies. 

I  specifically  do  not  and  cannot  speak  for  any  of  my  competitors 
and  I  don't  see  myself  here  today  as  a  self-appointment  industry 
spokesperson,  but  rather  just  as  one  of  its  members  who  was  in- 
vited to  speak  before  you. 
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As  most  of  the  committee  members  know,  in  an  operating  lease, 
the  leasing  company,  referred  to  as  the  lessor,  purchases  and  re- 
tains ownership  of  the  aircraft  throughout  the  lease  period.  The 
lessee  has  complete  use  of  the  aircraft,  maintains  and  insures  the 
aircraft  at  the  lessee's  expense  and  makes  lease  payments,  also 
called  rental  payments  to  the  lessor  for  the  use  of  the  aircraft  over 
a  fixed  period  of  time  called  the  lease  term.  And  as  we  have  heard 
earlier  today  in  this  context  it  is  quite  similar  to  leasing  a  car. 

And,  just  with  a  car  lease,  at  the  end  of  the  lease,  the  aircraft 
must  meet  certain  minimum  return  conditions  or  else  extra  lease 
charges  and  penalties  are  incurred.  Because  the  lessee  leases  the 
aircraft  and  ownership  stays  with  the  lessor,  the  lessor  does  not 
show  the  aircraft  as  an  asset  on  its  balance  sheet.  Correction,  the 
lessee  does  not  show  the  aircraft  as  an  asset  on  its  balance  sheet, 
nor  does  it  record  a  liability  on  its  balance  sheet  for  the  lease  pay- 
ments. Instead,  the  lessee  records  the  rental  expense  for  the  lease 
payments  on  its  income  or  profit  and  loss  statement,  as  each  pay- 
ment is  made  along  with  a  footnote  disclosure  in  the  financial 
statements  as  to  the  future  payment  obligations  under  the  lease. 

Therefore,  the  operating  lease  becomes  a  method  of  so-called  off- 
balance  sheet  financing  for  commercial  aircraft.  Because  the  airline 
does  not  borrow  money  to  purchase  the  aircraft  there  is  no  debt  as- 
sociated with  the  aircraft  and,  therefore,  the  airline  does  not  lever- 
age or  add  debt  to  its  balance  sheet.  Thus,  providing  a  benefit  to 
today's  over  leveraged  airlines  that  face  mountains  of  debt. 

In  order  to  obtain  an  aircraft  under  operating  lease  an  airline  ne- 
gotiates a  lease  agreement  that  usually,  but  not  always  includes 
some  form  of  security  deposit,  generally  cash,  but  sometimes  a  let- 
ter of  credit  or  bank  guarantee.  The  security  deposit  paid  is  a  heav- 
ily negotiated  aspect  of  the  lease  transaction.  Security  deposits  can 
range  in  amount  anywhere  from  one  to  three  months  worth  of  lease 
rental  payments.  The  security  deposit  provides  added  financial  se- 
curity to  the  lessor  for  the  lessee's  performance  of  the  lease  obliga- 
tions. At  the  end  of  the  lease,  if  all  lease  obligations  have  been  sat- 
isfied, including  the  aircraft  being  in  a  proper  condition  at  return, 
the  security  deposit  is  normally  returned  to  the  lessee. 

Whatever  the  amount  of  the  security  deposit,  however,  it  is  a 
small  fraction  of  the  amount  that  an  airline  would  otherwise  have 
to  pay  in  progress  payments  to  the  airframe  manufacturer  if  the 
airline  were  purchasing  the  aircraft  new.  Such  progress  payments 
can  amount  to  as  much  as  30  percent  or  more  of  the  total  cost  of 
the  aircraft  during  the  period  of  time  that  the  aircraft  is  being 
built. 

To  use  an  example,  if  an  airline  were  purchasing  a  new  $100  mil- 
lion aircraft,  the  airline  might  have  to  pay  as  much  as  $30  million 
in  progress  payments  to  the  aircraft  manufacturer  while  the  air- 
craft is  being  built.  In  contrast,  that  same  aircraft  obtained  from 
a  leasing  company  might  only  require  a  security  deposit  payment 
of  as  low  as  $1  million  to  $3  million.  When  the  aircraft  is  com- 
pleted, an  airline  bujdng  new  aircraft  has  to  pay  the  balance  due 
the  purchase  price,  which  is  the  amount  still  owing  after  progress 
payments  are  made.  Whereas,  nothing  more  is  due  under  the  oper- 
ating lease  except  for  the  rental  payments,  which  are  usually  made 
monthly  or  quarterly  during  the  lease  term. 
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This  points  out  a  feature  and  an  aspect  of  the  operating  lease 
which  the  committee  has  discussed  today  and  that  is  you  only  need 
a  small  fraction  of  the  cash  or  financing  to  obtain  an  aircraft  under 
an  operating  lease  versus  purchasing  the  aircraft.  It  is  for  this 
same  reason  that  many  of  us,  as  we  now  know,  lease  cars  instead 
of  buying  them.  Leasing  requires  less  cash  and  the  monthly  pay- 
ments are  lower. 

That  brings  us  to  aircraft  to  lease  pricing.  In  the  case  of  ILFC 
and  several  other  major  leasing  companies,  aircraft  purchase  agree- 
ments are  negotiated  directly  with  the  aircraft  manufacturer  for  a 
specific  quantity  of  aircraft  and  model  types  to  be  delivered  over  a 
future  period  of  time.  Most  of  these  aircraft  orders  are  speculative, 
meaning  that  not  all  of  the  aircraft  being  ordered  have  necessarily 
been  placed  on  lease  to  an  airline.  However,  since  cost  is  the  num- 
ber one  issue  of  airlines  today  speculative  aircraft  orders  are  nec- 
essary in  order  to  generate  the  pricing  levels  that  only  large  quan- 
tity aircraft  orders  provide. 

Now,  aircraft  prices  are,  of  course,  a  matter  of  extreme  sensitiv- 
ity to  everyone  in  the  industry  today  and  therefore  pricing  is  close- 
ly guarded  because  it  is  the  main  factor  that  determines  competi- 
tive advantage  or  disadvantage  for  airlines  and  for  leasing  compa- 
nies. In  every  major  competitive  aircraft  campaign  at  an  airline  or 
aircraft  leasing  company  there  are  wild  stories  about  concession 
levels  and  discounts,  most  of  which  are  pure  speculation  for  com- 
petitive bragging. 

In  truth,  ladies  and  gentlemen,  most  of  the  time  you  only  know 
for  sure  what  you  paid  for  the  aircraft,  not  what  anyone  else  pays 
for  the  aircraft.  Only  one  thing  is  for  certain  that  discounts  and 
concessions  from  the  list  or  catalogue  price  are,  in  fact,  given.  And 
in  order  for  100  or  more  aircraft  by  the  most  credit  worthy  buyer 
would  certainly  command  the  highest  concession  levels  offered  by 
any  aircraft  manufacturer  for  commercial  or  civilian  airlines.  Air- 
craft prices  are  quoted  on  an  escalation  basis 

The  Chairman.  Let  me  hold  you  up  on  that,  on  that  point 

Mr.  Plueger.  Yes. 

The  Chairman  [continuing].  Very  quickly,  Mr.  Plueger,  because 
you  just  hit  a  point  that  is  going  to  be  real  important  for  us.  And 
that  is  that  you  have  a  lot  of  experience  in  the  aircraft  leasing 
world  and  that  this  is  a  major  order,  obviously,  by  the  most  credit 
worthy  buyer.  So,  on  the  question  of  whether  or  not  the  concessions 
and  discounts  were  given  I  would  simply  ask  Dr.  Sambur,  from 
your  point  of  you,  have  you  had  access  to  or  an  understanding  of 
to  your  satisfaction  what  commercial  lessees  have  been  paying  for 
similar  aircraft? 

Dr.  Sambur.  What  we  do  is  two  things.  First  of  all,  we  had  a 

The  Chairman.  In  other  words,  you  know  that  you  are  making 
a  big  purchase  with  a  very  creditworthy  lessor  and  you  have  a 
right  to  get  a  great  deal.  Do  you  think  you  got  a  great  deal  com- 
pared to  the  commercial  market? 

Dr.  Sambur.  Yes,  we  do.  And  the  way  we  know  that  is  two  ways. 
One  we  had  a  confidentiality  agreement  between  one  of  the  major 
buyers  of  this  and  we  compared  our  price  to  theirs.  And  ours  was 
better  with  comparable  quantities  and  second  of  all  we  asked  Boe- 
ing to  make  sure  in  this  contract  that  we  had  the  most  favored 
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price,  meaning  that  nobody  would  ever  get  a  better  price.  And  we 
went  further.  We  asked  them  did  anybody  in  your  past  record  ever 
get  a  better  deal  than  this  with  comparable  prices  and  they  went 
back  and  looked  through  their  entire  records  of  what  they  sold  this 
and  they  have  assured  us  in  writing  that  we  have  gotten  the  best 
deal  of  anybody  that  they  have  sold  this  plane  to,  counting  infla- 
tion. Inflation  was  the  only  caveat  that  they  used  because  some  of 
these  deals  have  gone  over  a  very  long  period  of  time. 

So,  the  only  caveat  in  that  statement  was  counting  inflation,  the 
Air  Force  has  gotten  the  best  deals  that  they  have  ever  gotten  and 
will  be  the  best  deal  that  they  will  ever  give. 

The  Chairman.  Okay.  Thank  you. 

Mr.  Plueger,  please  proceed,  sir. 

Mr.  Plueger.  Sure.  Thank  you.  Getting  back  to  pricing  for  a  mo- 
ment, as  I  said,  there  is  a  lot  of  wild  speculation.  But,  for  these 
wide  body  aircraft  today,  in  a  period  of  very  distressed  market  pric- 
ing, depending  upon  the  specific  airframe  manufacturer,  discount- 
ing or  concession  level  is  anywhere  from  15  to  30  percent  or  more 
from  the  published  catalogue  price  would  not  surprise  me  in  the  ci- 
vilian or  commercial  world  for  an  order  of  100  wide-body  aircraft 
today. 

In  the  commercial  world,  an  order  of  100  wide-body  aircraft, 
which  some  people  also  call  twin-aisle  aircraft,  such  as  the  767,  re- 
gardless of  whether  the  order  is  by  an  airline  or  by  a  leasing  com- 
pany, would  command  a  heavily  fought  commercial  campaign  be- 
tween Boeing  and  Airbus.  Such  a  large  order,  particularly  in  these 
extremely  difficult  times  for  the  airlines  and  airframe  manufactur- 
ers would  obviously  be  highly  coveted.  But,  the  competition  lever 
is  not  limited  just  to  Airbus  and  Boeing.  There  is  an  equally  brutal 
campaign  fought  by  the  engine  manufacturers  for  the  order.  The 
767  series  of  aircraft,  for  example,  can  be  powered  by  engines  man- 
ufactured by  Pratt  &  Whitney,  General  Electric  or  Rolls  Royce.  The 
percentage  of  discounting  of  engine  prices  can  far  exceed  that  of 
the  airframe. 

Now  avionics  which  is  a  term  generally  used  to  include  aircraft 
communication  and  navigation  radios,  autopilots,  radar,  GPS  sys- 
tems, ground  prox  systems,  et  cetera  represent  another  area  of 
competitive  bidding  and  negotiation,  as  are  other  components,  such 
as  wheels,  tires,  brakes  and  the  auxiliary  power  unit,  or  APU. 

Normally  in  a  commercial  aircraft  operating  lease  structure 
where  the  lessor  purchases  the  aircraft  directly  from  the  manufac- 
turer, the  lessee  does  not  know  the  actual  price  paid  by  the  lessor 
for  the  aircraft.  The  commercial  airline  operating  lease  industry  is 
highly  competitive  and,  as  most  of  the  committee  members  are 
probably  aware,  there  is  currently  an  oversupply  of  commercial  air- 
liners today  as  the  airline  industry  worldwide,  and  in  particularly 
here  in  the  United  States,  suffers  the  most  severe  financial  losses 
in  history. 

In  this  environment  lease  rates,  which  are  the  actual  lease  price 
or  payments  made  by  the  lessee  to  the  lessor  are  largely  market 
driven.  The  lease  rates  are  obviously  the  most  negotiated  factor  in 
virtually  all  operating  leases.  However,  there  are  factors  that  gen- 
erally influence  lease  rates.  These  factors  include  the  duration  or 
length  of  the  lease  term,  generally,  the  longer  the  lease  term,  the 
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lower  the  lease  rate.  So,  a  six-year  lease,  as  is  contemplated  for  the 
KC-767A,  would  generally  have  a  lower  lease  rate  than  a  four-year 
lease,  but  would  have  a  higher  lease  rate  than  a  ten-year  lease. 
ILFC's  average  lease  term  for  a  new  wide-body  or  twin-aisle  air- 
craft is  about  seven  years. 

A  second  factor  would  be  the  credit  worthiness  or  the  perceived 
financial  risk  of  the  airline.  And  a  third  factor  would  be  the 
customization  costs  of  the  aircraft  for  the  airline.  And,  generally 
speaking,  specification  and  configuration  costs  that  are  uniquely  at- 
tributable to  a  specific  airline  are  priced  into  the  lease  rate  by  am- 
ortizing the  cost  of  such  customization  over  the  lease  term.  There- 
fore, a  longer  lease  term  helps  lower  the  lease  rate  because  there 
is  a  longer  period  of  time  over  which  those  customization  costs  can 
be  spread. 

A  fourth  factor  would  be  other  cash  inflows  in  a  lessor  provided 
by  the  terms  of  the  lease,  such  as  security  deposits  and  mainte- 
nance reserves,  which  I  will  discuss  shortly.  And  whether  the  les- 
sor retains  the  interest  earned  on  these  amounts.  A  fifth  factor 
would  be  other  cash  outflows  made  by  the  lessor,  such  as  engine 
or  spare  parts  financing  or  the  purchase  of  used  aircraft  from  the 
airline  in  order  to  make  room  for  the  new  aircraft. 

And  the  last  factor  would  be  the  strategic  importance  of  the  cus- 
tomer to  the  leasing  company  and  the  future  business  potential  of 
the  customer.  Now,  in  the  marketplace  today  there  is  a  wide  vari- 
ation of  lease  rates  as  a  function  of  the  supply  and  demand  of  each 
particular  aircraft  model  and  the  factor,  such  as  lease  term  that  I 
just  mentioned.  In  today's  world,  lease  rates  on  new  wide-body  or 
twin-aisle  aircraft  currently  range  from  about  .5  percent  to  about 
.8  percent,  which  is  five  tenths  to  eight  tenths  of  a  percentage  point 
per  month,  multiplied  by  the  cost  of  the  aircraft. 

Therefore,  in  the  marketplace  today  100  million  aircraft,  depend- 
ing on  which  aircraft  might  be,  might  lease  for  about  $500,000  to 
$800,000  a  month,  depending  on  the  model  aircraft  and  a  variety 
of  factors  and  market  pressures  as  previously  mentioned. 

The  lease  rates  themselves  can  be  structured  in  different  ways 
depending  on  the  transaction.  For  example,  lease  rates  can  be 
quoted  on  a  fixed  basis,  that  is  each  payment  is  the  same  through- 
out the  entire  lease  term.  Alternatively,  lease  rates  can  be  quoted 
on  a  variable  rate  based  on  financial  interest  rates  such  as  LIBOR 
or  Prime.  Under  a  variable  rate  the  lease  payments  fluctuate  based 
on  the  interest  rate  index  being  used. 

There  are  a  variety  of  other  lease  rate  structures,  such  as  stair 
step  lease  rates  that  start  out  low  and  then  step  up  gradually  over 
time.  Multi-currency  lease  payments  can  be  structured.  Seasonally 
adjusted  lease  rates  can  be  structured  to  match  the  cash  flow  of  the 
airline.  This  is  only  a  sample  of  the  structuring  flexibility  inherent 
in  the  operating  lease. 

Additional  flexibility  in  operating  leases  may  include  lease  exten- 
sion options,  which  I  have  not  heard  discussed  today,  early  termi- 
nation options,  options  to  rollover  into  other  aircraft  types  and  pur- 
chase options.  There  are  many  other  considerations  and  issues  re- 
garding the  operating  lease  for  commercial  airliners.  I  eluded  to 
some  of  those  considerations  earlier,  specifically  aircraft  mainte- 
nance, insurance  and  return  conditions,  which  are  all  the  respon- 
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sibility  of  the  lessee  under  traditional  operating  leases.  After  the 
lease  rate  itself,  the  maintenance  and  the  return  condition  sections 
of  an  operating  lease  are  the  most  heavily  negotiated  simply  be- 
cause there  are  millions  of  dollars  at  stake  for  each  aircraft. 

The  aircraft  must  normally  be  maintained  pursuant  to  a  mainte- 
nance program  that  is  approved  by  the  aircraft  manufacture  and 
the  aviation  authority  under  which  the  airline  operates,  such  as 
the  Federal  Aviation  Administration  in  the  United  States.  Many 
operating  leases  contain  maintenance  reserve  charges  for  major 
airframe  and  engine  overhauls,  the  use  of  life  limited  parts  on  en- 
gines, the  landing  gear  and  the  auxiliary  power  unit.  Under  these 
provisions  the  airline  pays  either  to  the  lessor  or  to  a  third  party 
maintenance  provider  a  fixed  charge  for  each  hour  or  for  each  cycle 
that  the  aircraft  might  operate. 

In  this  way  a  fund  or  a  savings  account  is  therefore  built  up  that 
has  been  used  for  major  overhauls  and  maintenance,  which  can 
amount  to  millions  of  dollars  on  both  the  airframe  and  engines. 
The  airline  draws  on  that  fund  when  such  major  maintenance  ex- 
penditures are  incurred.  Such  maintenance  reserves  provide  the 
lessor  with  additional  security  that  the  airline  will  have  the  funds 
available  when  needed  for  major  maintenance  work.  Any  money 
left  in  these  maintenance  funds  usually  stays  with  the  lessor  at  the 
end  of  the  lease. 

The  return  conditions  that  the  aircraft  must  meet  at  lease  expiry 
are  of  pivotal  importance  and  it  is  often  said  that  the  profitability 
in  operating  leases  can  be  made  or  lost  in  the  return  conditions  of 
the  lease.  Generally  speaking,  in  addition  to  meeting  all  air  worthi- 
ness requirements  of  the  aviation  authority  under  which  the  airline 
operates,  upon  return  of  the  aircraft  at  lease  expiration  the  aircraft 
must  usually  conform  to  one  of  two  broadly  accepted  standards,  the 
United  States  FAA  or,  alternatively,  the  European  joint  air  worthi- 
ness requirements.  When  a  new  aircraft  is  leased,  there  is  usually 
a  requirement  that  the  aircraft,  engines  and  components,  be  in  a 
so-called  half-life  condition  at  return,  meaning  that  the  aircraft,  en- 
gine and  critical  parts  are  halfway  between  major  overhauls. 

And  analogizing  again  to  the  car  situation,  if  a  car  goes  to  the 
shop  every  10,000  miles  for  major  work,  the  car  would  be  returned 
with  at  least  5,000  to  go  until  it  has  to  go  into  the  shop.  The  air- 
craft engines  must  meet  certain  performance  and  remaining  life 
standards,  the  airframe  must  be  delivered  usually  fresh  from  its 
15-month  inspection  called  a  seat  check.  All  airworthiness  direc- 
tives must  be  complied  with,  and  AD  is  a  specific  repair  or  modi- 
fication of  inspection  that  is  required  to  be  performed  on  the  air- 
craft in  order  for  it  to  be  deemed  air  worthy  and  legal  to  fly.  There 
are  many  other  technical  matters  dealing  with  the  return  condi- 
tions, but  suffice  it  to  say  that  it  is  an  area  where  both  lessee  and 
lessor  have  major  financial  exposure. 

Closely  related  to  aircraft  return  conditions  are  issues  regarding 
the  unique  specification  requirements  of  the  airline?  Some  airlines, 
for  example,  have  a  unique  audio  video  passenger  entertainment 
system  or  proprietary  interior  layout,  which  much  be  removed  at 
aircraft  return.  Removing  such  items  at  the  end  of  the  lease  can 
also  lead  to  large  financial  costs,  which  are  normally  the  respon- 
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sibility  of  the  lessee.  This  may  or  not  be  a  significant  issue  on  the 
KC-767A  program. 

Aircraft  insurance  coverage  has  been  another  area  of  increasing 
consideration  and  review  in  the  operating  lease  structure.  Under 
the  terms  of  an  operating  lease  the  lessee  airline  is  responsible  for 
all  insurance  coverage  as  dictated  by  the  terms  of  the  lease.  Terror- 
ist events,  declining  aircraft  values  and  increasing  liability  expo- 
sure have  elevated  insurance  costs  and  therefore  the  insurance  pro- 
visions of  operating  leases  have  been  open  to  new  levels  of  scrutiny, 
cost  analysis  and  negotiation. 

Just  for  example  ILFC  generally  requires  a  minimum  liability 
coverage  of  at  least  $1  billion  on  its  aircraft  leases,  as  well  as  air- 
craft hull  values  that  decline  over  time  as  the  aircraft  depreciates. 
Other  insurance  issues  addressed  in  the  operating  lease  include 
war  risks,  compensation  deductible  levels  and  more.  And,  particu- 
larly since  9/11  the  lessor  makes  up  government  guarantee  in  lieu 
of  commercially  purchased  third  party  and  war  risk  liability  insur- 
ance. 

When  an  operating  lease  terminates  normally,  the  lease  contract 
has  run  and  all  contractual  obligations,  including  return  conditions, 
have  been  satisfied,  the  aircraft  is  returned  to  the  lessor  and  the 
security  deposit  is  refunded  to  the  lessee.  The  lessor  may  have 
lined  up  another  follow-on  lease  customer  for  the  aircraft  or  the 
lessor  may  sell  the  aircraft.  There  is  normally  no  further  require- 
ment or  financial  obligation  on  the  part  of  the  lessee  to  the  lessor 
once  the  aircraft  has  returned. 

For  example,  the  lessee  does  not  normally  guarantee  or  pay  a  fee 
towards  the  residual  value  of  the  aircraft.  The  lessee  has  no  expo- 
sure to  the  aircraft  residual  value.  This  illustrates  what  many  air- 
lines consider  as  a  benefit  of  leasing  versus  owning.  During  periods 
of  economic  stress,  such  as  we  see  today  in  the  airline  industry  and 
the  commercial  aircraft  marketplace,  the  lessor  takes  all  the  resid- 
ual value  risk.  The  lessee  simply  walks  away.  And  in  this  way, 
also,  the  airline  is  not  burdened  with  a  particular  aircraft  type  or 
size  when  a  different  one  may  then  better  fit  the  airline's  oper- 
ational needs. 

The  committee  should  be  aware  that  in  order  for  a  lease  to  be 
considered  an  operating  lease  as  opposed  to  a  financial  lease, 
wherein  the  lease  is  reflected  on  the  balance  sheet  of  both  of  the 
lessee  and  lessor,  in  the  commercial  world  the  Financial  Account- 
ing Standards  Board  has  set  forth  four  general  requirements  in  a 
statement  13  as  follows. 

Number  one,  the  present  value  of  the  minimum  lease  payments 
must  not  exceed  90  percent  of  the  value  of  the  aircraft  at  least  in- 
ception. Number  two,  the  lease  term  cannot  be  greater  than  75  per- 
cent of  the  economic  useful  life  of  the  aircraft.  Number  three,  there 
can  be  no  bargain  purchase  option  at  the  end  of  the  lease.  And, 
number  four,  the  title  to  the  asset  or  the  aircraft  cannot  transfer 
to  the  lessee  at  the  end  of  the  lease.  It  appears  to  me  that  these 
requirements  may  be  mirrored  in  governmental  accounting  by 
0MB  circular  A-11. 

Now,  although  I  am  not  here  to  comment  on  the  KC-767A  pro- 
gram, it  would  be  interesting  to  know  whether  it  is  possible  and 
cost  effective  to  convert  existing  Boeing  767  200  or  300ER  aircraft 
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into  aerial  refueling  aircraft.  The  same  question  applies  to  convert- 
ing existing  DC-10  aircraft,  for  example,  into  KC-135-10  aerial  re- 
fueling aircraft.  Given  the  KC-135-767A  projected  utilization  rate 
of  750  hours  per  year,  versus  normal  commercial  airline  utilization 
levels  which  well  exceed  3,000  hours  per  year  and  given  the  cur- 
rent oversupply  of  aircraft  and  the  resulting  depressed  market 
prices,  and  their  ready  supply  of  these  aircraft  types  in  the  market- 
place for  many  years  to  come,  it  might  be  a  way  of  adding  incre- 
mental air  refueling  aircraft  to  the  Air  Force  fleet  as  needed  if  a 
cost  effective  conversion  program  existed. 

Conversely,  it  would  also  be  interesting  to  know  if  the  KC-135- 
767A  can  be  demodified  back  into  a  passenger  or  freighter  aircraft 
without  significant  operational  or  weight  penalties.  If  so,  the  air- 
craft has  the  potential  for  a  higher  residual  value  since  it  would 
not  be  limited  to  the  aerial  refueling  mission,  which  might  result 
in  lower  lease  pricing  over  the  long-term. 

So,  I  am  going  to  thank  you.  Chairman  Hunter  and  committee 
members  for  giving  me  the  opportunity  to  speak  with  you  today.  I 
hope  you  find  this  background  information  on  commercial  airline 
operating  leases  useful.  I  would  be  happy  to  answer  any  questions 
the  committee  may  have. 

[The  prepared  statement  of  Mr.  Plueger  can  be  found  in  the  Ap- 
pendix on  page  82. J 

The  Chairman.  Thank  you  very  much,  Mr.  Plueger,  for  a  very 
thorough  statement  and  that  is  what  we  asked  you  do  was  give  us 
a  leasing  101.  I  think  you  did  a  great  deal  job  at  accomplishing 
that. 

And,  Alex,  you  can  be  very  proud  of  your  father.  And  our  best 
to  all  your  colleagues  there  at  Harvard  Westlake  School  in  Los  An- 
geles. 

Mr.  Plueger,  let  me — you  have  gathered  from  the  previous  testi- 
mony that  we  obviously  contemplate  keeping  these  tankers.  The 
six-year  lease  is  the  vehicle  for  acquisition,  but  that  we  intend  to 
keep  them  and  keep  them  for  a  long  time.  And  if  that  is  the  case, 
would  you  agree  that  the  common  sense  analysis  of  this  deal  would 
be  to  take  how  much  it  would  cost  to  buy  the  tankers 

Mr.  Plueger.  Absolutely. 

The  Chairman  [continuing].  And  compare  that  with  how  much 
you  are  paying  to  lease  them  and  buy  out  the  lease  at  the  end,  add 
those  figures  together.  And  figure  out  what  the  difference  is. 

Mr.  Plueger.  Absolutely. 

The  Chairman.  And  then  ascertain  whether  other  factors,  such 
as  getting  the  airplanes  earlier  and  not  paying  a  lot  of  cash  up 
front  justifies  the  difference  in  the  total  amount  of  dollars  paid. 
Does  that  make  sense? 

Mr.  Plueger.  It  absolutely  makes  sense.  And  in  the  commercial 
world  there  is  no  difference.  If  you  are  going  to  keep  an  aircraft 
and  operate  it  for  a  long,  long  period  of  time,  just  like  you  will  a 
car,  it  is  cheaper  over  the  long  run  to  buy  it. 

The  Chairman.  Well,  let  me  ask  you  this.  Obviously,  you  know 
that  we  have  considerations 

Mr.  Dicks.  Mr.  Chairman,  just  one  point.  If  you  have  the  money, 
right? 

The  Chairman.  Yes,  we  are  going  to 
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Mr.  Plueger.  If  you  have  the  money. 

The  Chairman.  Yes.  Thank  you  for  that  extremely  concise  cross- 
examination  there,  Mr.  Dicks.  But,  the  point  that  I  am  getting  to 
is  that  we  have  a  modernization  program  and  we  have  analysis  by 
the  Congressional  Budget  Office  (CBO)  over  the  last  several  years 
to  the  effect  that  just  to  keep  our  platforms,  trucks,  tanks,  ships, 
planes,  halfway  modern,  that  we  should  be  spending  a  little  more 
than  $100  billion  a  year  on  the  purchase  of  new  equipment.  We 
spend  in  the  last  few  years  before  this  new  administration  an  aver- 
age of  about  $50  billion.  So,  we  were  way  behind.  Now,  we  spend 
in  this  budget,  a  little  over  $70  billion.  So,  we  are  still  about  $30 
billion  behind.  And,  so,  if  you  presume  that  we  have  other  things 
we  also  have  to  buy  and  they  are  costing  a  lot  of  money,  like  the 
F-22,  like  the  C-17  and  other  platforms,  and  we  need  to  conserve 
our  cash.  Is  that  a  valid  consideration? 

Mr.  Plueger.  I  believe  it  is. 

The  Chairman.  In  terms  of  going  with  the  lease? 

Mr.  Plueger.  I  believe  it  is. 

The  Chairman.  So,  let  me  ask  you.  Dr.  Sambur,  based  on  those 
boundaries,  that  is  presume  you  are  going  to  keep  these  birds  for 
a  long  time  and  that  you  add  up  how  much  money  the  government 
pays  pursuant  to  the  lease,  the  lease  payments,  plus  the  buy  out 
chunk  that  you  got  to  pay  at  the  end  to  keep  them,  and  you  com- 
pare that  to  the  outright  purchase,  what  is  the  rough  comparison? 

Dr.  Sambur.  Well,  that  is  the  net  present  value  that  we  talked 
about. 

The  Chairman.  Yes.  We  can't  hear  the  mike. 

Dr.  Sambur.  That  is  the  net  present  value  that  we  have  been 
eluding  to  throughout,  which  has  that  exact  analysis  in  A94  and 
that  is  where  the  difference  with  the  approved — again,  I  want  to 
emphasize  this,  with  the  approved  assumptions  that  OSB  and 
0MB  made  the  difference  is  less  than  1  percent  in  the  neighbor- 
hood of  $150  million  in  a  $17  billion  type  of  procurement.  So,  the 
question  that  you  are  offering  me  is  that  penalty  worth  it  in  terms 
of  us  being  able  to  afford  in  the  Future  Year  Defense  Program 
(FYDP)  60  tankers  delivered  versus  only  three  to  four.  And  I  tell 
you  yes  because  not  only  is  a  delivery  issue,  the  A94  does  not  in- 
clude the  maintenance  costs  that  are  included  in  keeping  these 
older  things  going  for  the  extra  five  years.  That  is  not  part  of  the 
analysis. 

The  Chairman.  Well,  now,  let  me  ask  you  a  question.  But,  if  we 
presume  that  if  you  go  with  the  sale  and  you  get  them  later,  al- 
though you  have  given  us  an  analysis  in  which  we  could  receive  the 
tankers  on  a  delivered  basis  that  roughly  approximates  by  sale, 
roughly  approximates  a  delivery  basis  of  the  lease.  You  are  talking 
about  maintenance  costs  avoided. 

Dr.  Sambur.  For  the  older  tankers. 

The  Chairman.  For  the  older  tankers. 

Dr.  Sambur.  Because  we  would  have  had  to  keep  them  five  years 
longer. 

The  Chairman.  Yes.  Have  you  got  that  figured  out? 

Dr.  Sambur.  We  have  an  approximation  that 

The  Chairman.  How  much  is  it? 
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Dr.  Sambur.  I  think  it  is  many  billions  of  dollars.  I  will  take  that 
for  the  record  and  I  will  get  back  to  you. 

The  Chairman.  If  you  could.  In  fact,  if  you  could  get  it  from  of 
your  folks  before  the  end  of  the  hearing  that  is  an  important  factor. 
Incidentally,  what  is  the  mission  capable  rate  for  the  present  birds? 

Dr.  Sambur.  I  will  give  you  General  Essex  who  has  the  up  to 
date  figures  on  that. 

The  Chairman.  General. 

General  ESSEX.  Sir,  over  the  last  5  years,  the  KC-135Es  have 
averaged  71.9  percent  mission  capable,  and  the  KC-135Rs,  78  per- 
cent. Now,  of  course,  more  recently  and  I  think  Mr.  Curtin  men- 
tioned an  85  percent  MC  rate  in  his  written  testimony.  We  do  have 
spikes  where  we  can  get  up  to  something  like  85  percent.  And 
when  we  are  in  contingency  operations,  a  war,  we  pour  everything 
we  can  we  defer  a  lot  of  actions  and  so  forth.  So,  you  will  see 
spikes.  But,  on  the  average,  which  is,  I  think,  a  better  measure,  the 
MC  rates  have  been  about  72  percent  for  the  Es  and  78  percent  for 
the  Rs. 

The  Chairman.  Okay.  So,  you  got  more  than  a  quarter  of  your 
birds  that  aren't  mission  capable? 

General  Essex.  Right,  on  the  average. 

The  Chairman.  On  average? 

General  Essex.  Right.  And 

The  Chairman.  Okay. 

Now,  let  me  ask  Dr.  Sambur,  if  you  go  back  to  unit  cost  of  these 
birds 

Dr.  Sambur.  Right. 

The  Chairman.  As  I  understand  it,  and  you  tell  me  if  I  am  wrong 
on  this,  the  cost  of  the  birds  with  the  tanker  package  appended  is 
roughly  $130  million  a  bird,  is  that  right,  $131  million? 

Dr.  Sambur.  Yes.  Can  I  just  elaborate  on  that  cost? 

The  Chairman.  Certainly. 

Dr.  Sambur.  Because  I  think  it  was  eluded  to  before  that  there 
is  a  slight  catch  in  that  $131  million  price.  That  $131  million  price 
assumes  that  we  pay  upfront  and  then  you  wait  approximately 
three  years  for  the  plane  to  be  delivered.  Now,  obviously,  if  you 
look  into  the  situation  that  you  could  actually  take  that  $131  mil- 
lion and  invest  it  during  that  three-year  period  of  time  you  have 
actually  lost  the  use  of  your  money  and  that  one  $131  million  could 
be  worth  a  lot  more  after  3  years.  What  we  have  agreed  with  Boe- 
ing is  that  instead  of  this  $131  million,  we  will  pay  them  their  ac- 
tual construction  loan  costs,  which  is  approximately  $7  million  and 
at  time  of  delivery  we  will  give  them  then  $138  million.  That  is 
equivalent  to  the  30  percent  number  that  you  talked  about  in 
terms  of  progress  payments.  And  that  is  a  much  better  deal  that 
we  were  able  to  get  from  Boeing.  That  we  would  only  pay  their  ac- 
tual construction  costs  as  opposed  to  giving  them  progress  pay- 
ment. 

So,  the  reason  why  I  wanted  to  amplify  on  that  is  because  there 
is  a  lot  of  confusion  as  to  what  is  actually  involved  in  that  number. 
It  is  really  a  lot  more  than  $131  million. 

The  Chairman.  Okay.  If  you  take  that  $131  million  then 

Dr.  Sambur.  Sure. 
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The  Chairman.  And  you  add  the  buyout  that  you  are  contemplat- 
ing right  now  is  $40  milhon  per  bird? 

Dr.  Sambur.  Again,  there  is  a  Httle  bit  of  confusion  with  this 
analysis  here.  The  $131  million  is  the  buy  price.  Now,  the  dif- 
ference between  the  buy  price  and  leasing  is  when  you  lease  a  car, 
for  example,  you  first  negotiate  what  that  buy  price  should  be.  It 
is  independent  of  whether  you  lease  or  you  buy. 

The  Chairman.  Okay. 

Dr.  Sambur.  And  then  you  decide  as  was  eloquently  done  in  this 
101  what  the  various  conditions  of  lease  rate  and  interest  rate  and 
all  those  other  things  and  you  decide  at  the  end  of  the  lease  what 
the  residual  value  is.  What  is,  you  know,  the  price  that  you  will 
pay  for  that  car  after  the  six-year  period? 

The  Chairman.  I  understand. 

Dr.  Sambur.  Now,  the  $131  million  includes  everything.  Now,  if 
you  take  into  consideration  your  progress  payments  after  the  six- 
year  period  of  time  I  think  there  is  a  $20  million  approximately 
and  someone  can  correct  me  if  I  am  wrong,  that  you  would  owe  at 
the  end  of  that  period  to  pay  off  and  get  the  car  or  get  the  plane 
as  ownership. 

The  Chairman.  Well,  I  thought  the  total  amount  was  $4  billion 
and  that  would  be  $40  million  a  piece.  I  thought  that  was,  $4  bil- 
lion was  cited. 

Dr.  Sambur.  There  is  a  lot  of  factors  in  the  $40  billion.  For  exam- 
ple, there  is  inflation. 

The  Chairman.  I  understand. 

Dr.  Sambur.  That  is  a  good  number. 

The  Chairman.  Okay.  Here  is  what  I  want  to  know.  If  you  add 
the — number  one,  we  have  agreed  that  your  analysis  shows  that 
$131  million  for  the  package,  that  is  the  modified  aircraft,  is  in  the 
Air  Force's  opinion  a  reasonable  price. 

Dr.  Sambur.  Right. 

The  Chairman.  That  is  an  appropriate  price.  And  that  is  what 
you  would  pay  if  you  bought  them.  If  we  put  these  on  a  purchase 
operation.  What  is  the  total  in  payments  that  would  be  made  for 
that  airplane  through  the  lease  payments  under  the  lease  con- 
struct? 

Dr.  Sambur.  Well,  you  can  do  it  backwards. 

The  Chairman.  Well,  we  will  figure  it  out.  But,  just  tell  me  what 
the  total  is. 

Dr.  Sambur.  The  total  payments  is  around — in  then-year  dollars 
is  $17  billion.  And  then  you  add  an  additional  $4  billion  approxi- 
mately to  buy  them. 

The  Chairman.  Okay.  It  is  $17  million 

Dr.  Sambur.  Billion. 

The  Chairman.  Okay. 

Dr.  Sambur.  Plus  $4  billion. 

The  Chairman.  So,  that  is  $170  million  per  bird? 

Dr.  Sambur.  Right. 

The  Chairman.  And  then  how  much  for  the  buyout? 

Dr.  Sambur.  $4  billion. 

The  Chairman.  Okay. 

Dr.  Sambur.  $21  billion  is  the  total  cost. 
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The  Chairman.  So,  you  are  paying,  in  total  dollars,  you  are  pay- 
ing $210  million  per  bird,  dollars  transferred  from  Treasury  to  con- 
tractor over  this  period  of  time? 

Dr.  Sambur.  Right.  And  that  includes  inflation,  the  interest  you 
pay  and  everj^hing. 

The  Chairman.  I  understand. 

Dr.  Sambur.  Right. 

The  Chairman.  So,  the  question  is,  does  the  difference  between 
the  $131  million,  which  was  what  you  think  would  be  a  reasonable 
purchase  price  if  you  just  outright  bought  them,  does  that  compare 
favorably  or  does  the  $210  million  that  you  are  paying  in  total  pay- 
ments compare  favorably  with  the  $131  million  and  what  you  look 
at  as  first  your  financial  factors  in  terms  of  the  fact  that  you  are 
getting  these — you  obviously  pay  more  over  a  period  of  time  than 
if  you  buy  something  up  front,  there  is  an  interest  rate  or  an  infla- 
tion rate  that  you  have  got  to  look  at.  And  then  you  look  at  the — 
at  what  I  would  call  the  policy  factors,  that  is  needing  birds  and 
needing  your  money  to  do  other  things  with  in  the  early  years.  And 
you  have  looked  at  that  and  you  think  that  the  $210  million  com- 
pares favorably  with  the  $131  million  considering  those  factors? 

Dr.  Sambur.  Yes.  And  if  I  could  just  add  one,  Mr.  Chairman,  the 
financial  committee — the  way  you  did  the  analysis  is  looking  at  the 
total  payments. 

Dr.  Sambur.  But  when  a  financial  person  says  how  do  we  actu- 
ally make  this  comparison,  what  is  the  tool  that  we  use  to  make 
a  comparison  when  money,  which  has  a  value  associated  with  time, 
goes  over  a  long  period  of  time  that  uses  net  present  value  analy- 
sis? It  is  a  standard  analysis.  When  you  look  at  it  that  way,  which 
takes  into  consideration  that  money  has  value  that  changes  with 
time 

The  Chairman.  We  understand. 

Dr.  Sambur  [continuing].  The  difference  is  only  one  percent.  That 
is  the  $150  million  number  that  we  keep  talking  about. 

The  Chairman.  And  that  includes  the  buyout? 

Dr.  Sambur.  That  includes  everything.  That  includes  buyout, 
that  includes  the  maintenance.  That  includes  everything.  That  is 
in  the  report  that  we  gave  to  Congress. 

The  Chairman.  Okay.  Now,  let  me  ask  Mr.  Plueger  one  question. 
And  I  apologize  to  my  colleagues  for  taking  so  much  time.  But,  it 
is  kind  of  complicated  thing. 

You  have  heard  the  figures,  a  $131  million  package  I  would  ask 
you  to  assume  that  that  is  the  reasonable  price  of  this  modified  air- 
craft for  military  purposes  and  the  fact  that  over  the  six-year  lease 
when  you  up  with  the  pink  slip  at  the  end  you  are  going  to  have 
paid  $210  million.  On  the  other  hand,  you  will  have  kept  a  lot  of 
cash  in  your  pocket  for  a  longer  period  of  time.  Is  that  within  the 
range  of  what  you  would  consider  to  be  a  reasonable  deal  as  a  busi- 
nessman who  makes  lots  of  deals? 

Mr.  Plueger.  I  would  say  in  the  commercial  area  the  difficulty 
with  answering  that  question  is  none  of  us  really  knows  what  the 
real  residual  value  of  the  airplane  is  going  to  be  after  six  years  or 
when  the  buyout  point  is.  I  am  assuming  there  is  a  pre-negotiated 
number. 
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Dr.  Sambur.  There  is  a  pre-negotiated — there  is  a  definitive 
number.  As  a  matter  of  fact,  we  have  a  very  unusual  clause  in  the 
contract  that  basically  states  that  we  are  guaranteed  that  money 
if,  for  example,  they  are  able  to  sell  the  planes  at  a  greater  value, 
they  have  to  refund  back  to  the  Air  Force  the  difference. 

The  Chairman.  But,  I  would  say  the  most  important 

Dr.  Sambur.  And  we  are  protected  on  both  ends.  It  is  a  kind  of 
an  interesting  clause  that  you  might  want  to  take  a  look  at. 

The  Chairman.  But,  I  would  say  the  most  important  factor  here 
is  the  fact  that  you  are  not  flying  these  planes  very  hard.  Seven 
of  the  750  versus  the  3,000  hours  in  the  commercial  planes.  So,  you 
are  going  to  have  birds  that  have  a  lot  of  life  left  in  them.  Is  that 
a  factor? 

Dr.  Sambur.  Can  I  just  elaborate  on  that?  There  is  a  little  bit 
of  a  confusion  about  what  that  term  is.  So,  if  I  can  just  spend  a 
second  here.  When  you  lease  a  car  there  is  a  requirement  in  there 
that  says  if  you — 12,000  per  year  lease,  if  you  have  your  car  and 
you  drive  more  than  12,000  miles  per  year  you  pay  a  penalty.  The 
number  that  you  saw  in  the  contract  that  number  of  hours  is  just 
associated  with  the  maintenance  conditions  on  that  car.  You  can 
drive  that  plane  as  much  as  you  want  except  you  have  to  pay  a 

The  Chairman.  I  understand. 

Dr.  Sambur  [continuing].  You  know,  just  like  you  rent  a  car  for 
15,000. 

The  Chairman.  I  understand.  Let  me  get  back  to  Mr.  Plueger. 

If  you  assume  that  you  are  going  to  have  birds  with  a  lot  of  life 
left  on  them  because  you  are  going  to  average  that  rate  which  is 
roughly  one-fourth  of  what  the  airlines,  the  mileage  the  airlines 
put  on  them,  does  that  fall  within  the  ambit  of  what  you  would  call 
a  reasonable  deal? 

Mr.  Plueger.  I  believe  it  does  with  one  caveat  then  in  the  com- 
mercial world  a  767  200ER  today,  because  of  the  stressed  pricing 
probably  would  not  realize  that  much  residual  value  in  today's 
marketplace.  But,  the  marketplace  changes.  Aircraft  supply  and 
demand  does  change,  which  is  why  I  say  it  is  very  hard  to  know 
what  these  airplanes  are  really  going  to  be  worth.  That  is  also  the 
reason  why  I  asked  if  the  aircraft  could  be  demodified  into  a  per 
passenger  or  commercial  passenger  or  freighter  status  because  at 
that  point  in  time  there  is  a  marketplace  for  the  aircraft.  When 
modifications  such  as  this  are  made  sometimes,  for  example,  in 
freighter  modifications,  aircraft  cannot  get  all  the  weight  out  of 
them  that  was  put  into  them  to  make  the  modifications  and  if  that 
is  the  case  they  have  a  slightly  lower  value  because  they  have  less 
payload  capability. 

So,  it  is  a  difficult  question.  I  would  just  say  that  the  gross  num- 
bers, the  difference  between  $131  million  to  $44  million  certainly 
appears  to  be  reasonable  but  I  would  only  point  out  that  in  today's 
commercial  marketplace,  and  I  have  to  emphasize  that  because 
there  is  no  fair  market  value  for  a  tanker.  There  is  no  market  ex- 
cept for  the  U.S.  Air  Force  and  maybe  other  governments.  Only  to 
say  that  in  today's  value  the  767  200ER  probably  would  not  meet 
$44  million. 

Dr.  Sambur.  Can  I  just  add  to  that?  As  you  eloquently  did  in 
your  statement,  you  talked  about  the  requirements  on  A-11.  One 
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of  them  is  to  have  a  commercial  market.  The  way  we  were  able  to 
have  A-11  approved  was  that  the  value,  the  residual  value,  was 
based  upon  a  freighter  configuration.  And  if  you  know  some  of  the 
specifications  for  this  tanker  there  is  considerable  cargo  capacity 
that  does  not  have  to  be  modified  at  the  end.  So,  we  had  to  play 
particular  attention  to  those  issues  that  you  just  talked  about. 

The  Chairman.  Good.  That  is  good.  Okay.  Thank  you  very  much. 

If  the  staff  could  check  how  much  time  we  have  here,  I  want — 
okay,  we  got  about  ten  minutes  until  a  vote. 

Mr.  Plueger,  once  again,  I  want  to  really  thank  you  for  coming 
out  and  adding  a  really  important  dimension  to  this  hearing.  You 
have  given  us  a  lot  of  good  insight  here.  We  appreciate  that. 

And,  Alex,  you  can  be  very  proud  of  your  dad. 

And,  my  partner  for  Missouri,  Mr.  Skelton. 

Mr.  Skelton.  Thank  you,  Chairman  Hunter.  Mr.  Chairman, 
thank  you  this  is  a  very  important  hearing.  And  I  appreciate  your 
calling  it.  I  have  three  questions.  Two,  which  I  would  like  to  ad- 
dress to  Mr.  Wynne  and  Mr.  Curtin. 

I  am  just  a  country  lawyer  from  a  small  town  and  I  wish  you 
would  explain  or  convince  me  that  this  proposal  is  good,  Mr. 
Wynne. 

And,  Mr.  Curtin,  a  similar  question  put  to  you.  Plus,  how  does 
this  particular  proposal  policy  affect  future  acquisition  policies  in 
25  words  or  less,  please? 

Secretary  Wynne.  Thank  you  very  much,  Mr.  Skelton,  I  will  try 
to  get — I  am  not  sure  I  can  handle  the  25  words,  but  I  will  try. 
First  of  all,  we  have  a  need  because  we  have  an  aging  fleet.  And 
we  have  had  a  holiday  as  you  know  and  we  are  attempting  to  buy 
more  than  we  have  been  authorized.  We  have  used  the  authorities 
provided  to  us  to  effectively  do  that.  We  have  evaluated  the  ways 
to  do  it  and  we  have  concluded  that  this  is  the  best  way  to  satisfy 
the  rapid  acquisition  and  supply  to  our  war  fighters  of  this  kind  of 
residual  capability. 

The  different  price  that  we  are  arguing  relative  to  a  new  aircraft 
development  program,  which  we  would  normally  go  through,  as  you 
well  know  from  your  many  years,  is  large.  Our  capability  to  get  a 
derivative  commercial  airliner  to  do  this  job  is,  therefore,  attrac- 
tive. And  I  think  the  ability,  again,  to  secure  these  aircraft  faster 
made  this  deal  very  attractive.  The  Boeing  prices  and  the  clauses 
that  the  Air  Force  got  cemented  our  confidence  in  it  because  it  al- 
lows our  auditors  to  actually  follow-up,  which  is  highly  unusual  in 
a  commercial  buy. 

Second,  we  have  established  a  policy  board,  although  this  is  a 
rare,  but  not  unknown,  and  as  you  know  from  your  many  years  of 
service,  sir,  the  Navy  actually  has  entered  into  a  leasing  arrange- 
ment on  maritime  pre-positioning  ships  some  long  time  ago  to  buy 
ships  that  are  anchored  off  of — that  are  actually  bought,  owned  and 
operated  through  a  leasing  company  and  we  have  residual  value  on 
those. 

I  went  to  a  conference  in  Britain  where  they  actually  have  ex- 
tended their  budgetary  authority  in  the  same  manner  using  build, 
own,  operate,  which  did  with  the  maritime  pre-positioning  ships 
and  build,  own,  lease,  which  is  what  we  are  attempting  here.  This 
pilot  program,  done  under  A94  to  satisfy  a  near-term  requirement, 
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adding  to  our  capability  to  purchase,  partnered  by  the  Congress  is 
a  marvelous  opportunity  to  use  and  explore  this  imaginative  alter- 
native to  normal  procurement. 

That  having  been  said,  we  have  established  a  leasing  panel  and 
a  policy  that  all  leases  that  have  a  life  value  over  $250  million  will 
be  reviewed  by  the  leasing  panel  and  then  recommended  to  the  ap- 
propriate approving  authority,  subject  to  the  provisions  of  the  A94 
leasing  provision. 

Mr.  Saxton  [presiding].  If  I  may  just  interrupt  we  are  about  six 
minutes  from  a  vote.  So,  in  about  one  minute,  I  think  we  will  leave 
and  we  will  pick  up  with  you  when  we  get  back. 

Mr.  Curtin. 

Mr.  Curtin.  I  think  the  way  I  would  answer  that,  Mr.  Skelton 
is  the  cost  difference,  if  there  is  a  true  urgent  national  security 
need  to  do  this,  the  cost  difference  is  not  so  great  that  it  should 
be  a  show  stopper.  The  real  issue  the  committee  needs  to  come  to 
grips  with  is  whether  or  not  they  consider  the  risks  so  high  with 
this  current  fleet  that  you  have  got  to  act  right  away  under  this 
unique  approach.  And,  you  know,  as  I  have  said,  there  is  a  ques- 
tion of  how  much  risk  we  have  been  accepting  all  along  for  this 
fleet.  It  is  an  old  fleet. 

What  are  the  possibilities  of  a  fleet  wide  grounding  that  puts  a 
big  chunk  of  your  tanker  capability  out  of  commission.  We  have 
been  accepting  it.  Can  we  continue  to  accept  it  for  a  few  more  years 
before  we  start  a  normal  acquisition  program  and  do  all  the  kinds 
of  requirement  studies  and  analysis  of  alternatives  that  we  would 
like  to  do,  or  do  we  need  to  start  right  away?  And  that  is  a  tough 
question  to  answer.  So,  it  is  a  judgment  that  you  all  need  to  be  able 
to  make. 

Mr.  Saxton.  Mr.  Curtin,  thank  you  very  much. 

We  are  going  to  continue  with  Mr.  Skelton's  questions  when  we 
return.  Thank  you. 

[Recess.] 

Mr.  Saxton.  We  are  ready  to  start  again,  if  people  could,  kind 
of,  get  in  their  places  and  we  will  get  going  here. 

Here  is  the  situation.  We  have  a  series  of  ten  votes.  This  vote 
will  be  about  15  minutes  in  duration  and  after  that  it  is  undeter- 
mined whether  it  will  be  15-minute  votes  or  five-minute  votes.  If 
they  are  15-minute  votes  we  will  be  going  back  and  forth.  If  they 
are  five-minute  votes,  we  will  have  to  stay  there.  They  are  going 
to  be  five-minute  votes.  So,  what  I  would  like  to  do,  I  am  going  to 
pass  on  my  question  time  for  now  and  go  to  Mr.  Bartlett  for  his 
questions  and  then  Mr.  Dicks  for  his  questions.  And  we  are  now 
operating  under  the  five-minute  rule. 

Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you  very  much.  Before  we  decide  to  ac- 
quire these  aircraft  we  need  to  get  over  two  hurdles  and  I  am  not 
comfortably  over  either  one  of  those  yet.  The  first  hurdle  is  do  we, 
in  fact,  need  at  this  time  to  acquire  these  aircraft?  And  the  second 
hurdle  is  if  we  need  to  acquire  these  aircraft,  is  the  lease  the  right 
way  to  go?  So,  I  would  like  to  address  those  two  concerns  in  that 
order. 

To  address  the  first  concern,  what  I  would  like  to  do  is  run 
through  a  very  brief  chronology.  It  begins  in  1996  and  I  think  this 


31 

was  in  response  to  a  GAO  inquiry.  The  Air  Force  said  that  the  KC- 
135  is  sustainable  for  another  35  years.  And  I  think  that  Mr. 
Curtin  testified  to  that.  In  January  of  2001  the  Air  Force  budget 
request  had  no  request  for  new  tanker  aircraft.  In  February  of 
2001  the  Air  Force  said,  "The  fatigue  hfe  of  the  KC-135  with  ad- 
justments made  for  the  effective  corrosion  on  crack  growth,  should 
permit  the  aircraft  to  remain  viable  through  the  year  2040."  Now 
this  is  5  years  later  than  1996  and  by  that  time  the  Air  Force  was 
more  optimistic  about  the  remaining  life  of  the  aircraft.  They  now 
say  that  it  will  last  until  2040. 

By  the  way,  it  is  my  understanding  that  the  evidence  that  corro- 
sion is  a  problem  is  anecdotal.  There  is  no  definitive  study  docu- 
menting that,  in  fact,  that  is  a  major  problem. 

In  November  of  2001  the  Congress  included  $30  million  for  R&D 
and  $120  million  for  procurement  to  convert  one  commercial  767 
aircraft.  But  the  administration  made  no  request  to  the  authorizing 
committees.  In  January  of  2002  the  Air  Force  budget  request  had 
no  new  tankers.  In  January  of  2003,  just  this  past  January,  there 
was  no  Air  Force  budget  request  for  new  tankers.  But,  by  May  of 
this  year,  as  a  matter  of  fact,  May  23,  there  was  an  Air  Force  pub- 
lic announcement  of  a  lease  agreement  and  on  July  11  of  this  year 
the  Air  Force  report  to  Congress  was  submitted  on  the  lease  pro- 
posal. 

Now,  in  fact,  we  need  these  airplanes  so  quickly,  why  are  we  re- 
tiring KC-135Es  when  obviously  they  are  easily  convertible  to  Rs 
and  nobody  is  suggesting  retiring  Rs?  As  a  matter  of  fact  there  are 
now  three  Es  being  converted  to  Rs  in  request  in  this  budget  for 
monies  for  four  more  to  be  converted  to  Rs.  So,  I  think  the  argu- 
ment that  there  is  an  urgent  need  for  these  has  not  been  made. 
And  I  am  not  persuaded  by  the  consensus  statement  if  we  bought 
all  of  our  platforms  on  a  consensus  statement  I  think  that  there 
would  be  some  question  about  the  rigor  of  our  procedures  for  doing 
this. 

Then  the  next  hurdle,  once  you  have  gotten  over  the  hurdle,  be- 
cause I  am  not  yet  over  it,  that  in  fact  we  need  them  urgently. 

Mr.  Saxton.  Mr.  Bartlett. 

Mr.  Bartlett.  Because  of  the  fact  that  the  Air  Force  has  never 
made  that  claim 

Mr.  Saxton.  Mr.  Bartlett. 

Mr.  Bartlett  [continuing].  Until  very  recently?  As  a  matter  of 
fact,  every  claim  they  made  in  the  past  was  that  these  old  birds 
have  a  lot  of  life  left  in  them,  not  to  worry.  They  said  at  one  time, 
by  about  2020  we  are  going  to  start  looking  at  replacing  these 
planes.  I  am  curious  as  to  what  happened  in  the  few  months  since 
January  of  this  year  when  no  request  was  made  and  so  now  it  is 
such  a  big  urgent  problem.  And  if  you  look  at  the  dollars  to  buy 
these  and  I  know  that  it  is  hard  to  compare  our  lease  with  a  com- 
mercial lease,  because  the  commercial  people  can  write  off  half, 
about  half  if  you  are  taxed  about  50  percent  on  your  profits,  which 
is  about  where  we  are.  Then  the  government,  the  taxpayers  are 
paying  half  of  your  lease,  is  that  correct? 

We  don't  have  any  tax  write-off.  We  have  to  pay  the  whole  thing. 
And,  furthermore,  there  is  another  caveat  there  that  is  very  inter- 
esting and  that  is  that  we  borrow  money  at  a  much  lower  rate  than 
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other  people.  Again,  as  a  matter  of  fact,  about  15  percent  of  all  the 
money  to  acquire  these  planes  will  be  borrowed  at  5  percent  more 
than  we  pay  for  money.  So,  I  would  submit  that  it  is  very  difficult 
to  compare  commercial  lease,  which  would  be  a  good  deal  with  us, 
which  would  be  a  good  deal.  And  I  am  not  sure  that  $131  million 
versus  $210  million  in  six  years  is  a  good  deal  for  us.  I  have  some 
serious  question  about  the  residual  value  of  the  planes.  I  think  that 
they  are  probably  worth,  if  they  were  to  be  sold  on  the  market,  Mr. 
Plueger,  I  think  they  are  probably  worth  about  $20  million  less 
than  the  $44  million.  And  I  think  that  that  is  what  the  market 
would  bear,  correct? 

Mr.  Plueger.  Today  the  market  does  fluctuate.  It  does  go  up  and 
down. 

Mr.  Bartlett.  But,  that  is  where  we  are  today? 

Mr.  Plueger.  Correct. 

Mr.  Bartlett.  They  would  be  worth  about  $24  million  today  as 
compared  to  $44  million.  Now,  who  knows,  they  may  be  worth  or 
less  six  years  from  now.  But,  that  is  what  they  are  worth  today. 
Now,  if  there  is  anj^hing  that  I  have  said  that  is  a  gross  error,  I 
would  like  somebody  to  correct  it.  But,  I  just  wanted  these  things 
on  the  record.  I  am  chairman  of  the  subcommittee.  I  think  that  we 
need  to  be  responsible  in  our  oversight  responsibility.  And  I  need 
to  get  over  these  two  hurdles.  And  I  am  not  over  them  yet.  So,  I 
need  some  help. 

Dr.  Sambur.  Okay.  Maybe  I  can  help  you  out  here.  Yes,  your 
facts  are  correct  about  the  Air  Force  reports.  Just  before  we  came 
back  from  the  break  a  reporter  asked  me  about  that  as  well  and 
I  gave  him  an  analogy,  a  true  analogy,  a  friend  of  mine  who  had 
gone  for  a  medical  checkup  in  which  he  was  told  that  everjrthing 
was  okay.  A  couple  of  months  later  he  passed  away. 

The  fact  of  the  matter  is  these  reports  which  were  written  in 
good  faith  have  been  overtaken  by  actual  events.  I  mean  you  talk 
about  these  anecdotal  evidence  of  corrosion.  We  are  finding  signifi- 
cant amounts  of  corrosion  that  was  never  anticipated,  never  under- 
stood when  these  reports  were  written.  It  is  analogous  again  to  the 
medical  report.  You  have  gone  a  year  ago  and  the  person  says  you 
are  okay  and  now  he  takes  a  new  X-ray  and  decides  and  deter- 
mines you  now  have  a  tumor. 

The  fact  of  the  matter  is  that  these  things  started  to  grow  be- 
cause, as  Mr.  Curtin  talked  about  in  the  GAO  report,  these  are 
very  old  planes  that  things  start  to  go  wrong  with,  all  of  the  sud- 
den and  unexpectedly.  That  is  the  unknown  issues.  The  fact  that 
we  are  retiring  135Es  is  a  further  confirmation  of  the  fact  that 
these  planes  are  becoming  risky.  What  is  happening  right  now 
there  are  flight  restrictions  because  of  the  corrosion  and  the  Air 
Force  has  deemed  that  these  restrictions  will  only  get  worse  and 
they  are  a  prelude  to  increasing  amounts  of  corrosion  and  it  was 
better  to  take  the  aircrew  off  of  the  135Es  and  use  the  slightly 
younger  Rs  at  a  more  accelerated  pace  because  there  was  a  con- 
cern, a  real  concern,  about  the  risk  of  flying  these  Es  at  increased 
rates.  So,  they  took  the  assets  of  the  pilots 

Mr.  Bartlett.  Excuse  me,  aren't  we  converting  Es  to  Rs?  So  our 
argument  that  the  Es  are  hazardous  kind  of  goes  away  when  you 
know  you  can  put  them  through  the  depot  and  they  will  come  out 
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Rs.  And,  furthermore,  you  know,  when  the  conditions  changed  and 
the  doctor  reported  a  year  ago  no  longer  is  indicative  of  how  you 
are  now,  at  least  a  new  doctor's  report  indicating  that.  I  am  not 
seeing  any  doctor's  report,  the  equivalent  of  a  doctor's  report  indi- 
cating that  things  really  have  changed.  There  is  no  study,  no  defin- 
itive study,  no  documentation  that  the  corrosion  problem  is  any 
worse  now  than  it  was  made  no  request. 

Dr.  Sambur.  We  can  share  with  you  those  reports,  very  frankly 
we  had  to  make  a  business  case  to  my  boss,  the  secretary  of  the 
Air  Force,  to  substantiate  this  retirement  because  we  understood, 
very  much  as  you  have  just  pointed  out  that  there  is  a  discrepancy 
in  our  logic  when  we  at  the  same  time  say  we  have  a  need  and  we 
are  retiring  planes.  So,  we  had  to  carefully,  carefully  establish  our 
logic  and  the  data. 

Well,  your  logic  is  perfect.  And  there  is  something  that  has  been 
on  our  mind  because  we  understand  that  there  is  a  discrepancy. 
How  can  you  reclaim  that  we  don't  need  tankers,  or  we  need  tank- 
ers so  desperately  and  at  the  same  time  retire?  And  the  simple  an- 
swer to  that  is  we  have  no  confidence  in  the  Es  right  now.  And  it 
was  worth  taking  the  risk 

Mr.  Bartlett.  Convert  them  to  Rs  in  which  you  have — 

Dr.  Sambur.  Your  question,  I  will  give  it  to  the  expert  General 
Essex  so  we  can  answer  your  questions  because  there  are  answers 
to  all  your  questions.  And,  more  importantly,  your  questions  are 
good  ones  and  we  can  answer  them. 

Mr.  Bartlett.  I  am  looking  forward  to  those  answers. 

Dr.  Sambur.  Okay. 

Mr.  Bartlett.  Thank  you  very  much,  Mr.  Chairman. 

General  Essex.  Do  you  want  the  answer? 

Mr.  Bartlett.  Yes,  sir.  Go  ahead.  General  Essex. 

General  ESSEX.  On  the  issue  of  the  health  of  the  fleet,  you  men- 
tioned it  earlier,  that  is  essentially  the  issue.  What  is  the  health 
of  the  fleet  and  what  is  the  need  to  replace  these  airplanes  now? 
And  you  brought  up  the  reports  and  why  weren't  they — why  did 
they  change?  Let  me  just  talk  to  those  few  things.  The  MC  rate, 
85  percent,  yes,  for  one  month  is  was  85  percent.  It  is  averaging 
around,  you  know,  in  the  70s.  That  is  not  really  the  point.  And  I 
will  get  to  that.  The  point  is  that  you  have  a  fleet  of  aging  aircraft 
that  are  basically  cancer  victims.  They  are  cancer  patients.  They 
have  growing  amounts  of  corrosion,  which  cause  increased  expense 
and  reduced  availability  to  the  war-fighter. 

Now,  that  is  what  I  am  interested  in  is  the  availability  to  the 
war-fighter,  as  well  as  the  expense.  You  mentioned  the  reports  in 
the  past.  GAO  and  RAND  1995  and  1996  said  Air  Force,  you  are 
going  to  experience  exponential  cost  growth.  We  held  off.  We 
weren't  sure.  We  weren't  seeing  it  yet.  We  hadn't  been  doing  all  the 
inspections  that  we  started  doing  and  when  we  did  we  started  see- 
ing more  problems.  And  also  we  then  did  our  economic  service  life 
study.  That  economic  service  life  study  said  and  you  referred  to  it, 
that  we  don't  see  a  big  problem  coming.  That  we  should  be  able  to 
maintain  these  airplanes  for  a  long  time. 

And  in  the  beginning  of  2001  and  through  2000  and  2001  we  be- 
lieved that.  We  wanted  to  believe  it.  We  certainly  had  every  reason 
to  want  to  believe  that  our  fleet  was  going  to  be  maintained  and 
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stay  operational  for  a  long  time  because  we  had  a  lot  of  budget 
pressures  to  try  and  work  around.  So,  it  was  a  good  study.  It  was 
a  very  thorough  study  except  that  it  made  some  very  optimistic  as- 
sumptions, which  proved  to  be  false.  So,  throughout  2001 

Mr.  Bartlett.  Excuse  me,  let  me  point  out  that  I  think  that 
your  airplanes  are  now  spending  45  percent  less  time  in  depots 
than  they  did  2  years  ago,  is  that  not  correct? 

General  Essex.  We  put  a  lot  of  different 

Mr.  Bartlett.  This  is  hardly  consistent  with  an  increasing  prob- 
lem. 

General  Essex.  Well,  the  economic  service  life  study  we  found 
out  in  2001  was  extremely  optimistic  and  that  is  when  we  raised 
the  flag  and  said  this  has  got  to  stop.  In  fact,  we  had  planned  for 
an  analysis  of  alternatives  to  begin  in  2002  and  in  2001,  May  of 
2001,  we  asked  to  accelerate  that.  Events  overtook  it  before  we  got 
final  approval  for  that  before  the  end  of  the  fiscal  year. 

About  that  same  time,  the  chief  of  staff  of  the  Air  Force  directed 
the  Air  Force  material  command  to  do  ever3^hing  possible  to  re- 
duce the  depot  problem  that  we  were  then  facing.  We  had  176  air- 
planes in  depot  at  the  peak.  That  is  just  incredible. 

So,  we  poured  every  effort  we  could  into  doing  that.  We  changed 
the  rules.  We  deferred  a  lot  of  airplanes  going  into  depot  so  that 
we  wouldn't  have  to  tear  them  apart  and  leave  them  apart.  We  put 
on  extra  shifts.  We  put  a  lot  against  this  and  that  has  been  a  suc- 
cess story.  We  have  reduced  the  number  of  airplanes  in  depot  down 
to  a  manageable  level.  But,  we  mined  all  the  gold  we  can  there.  So, 
during  the  year  of  2001  when  we  found  out  that  just  in  the  year 
since  the  data  had  stopped  being  collected  that  the  economic  serv- 
ice life  study  was  too  optimistic.  We  said  we  have  got  to  look  at 
this  again.  And  we  started  looking  at  this  again  and  in  early  2002, 
we  had  a  thorough  review  and  we  found  that  of  all  the  costs  that 
go  into  doing  the  depot  work  and  the  maintaining  of  the  135 

Mr.  Saxton.  May  I  just  interrupt.  I  want  to  give  Mr.  Dicks  an 
opportunity  to  ask  some  abbreviated  questions  I  guess.  We  are 
going  to  have  nine  five-minute  votes.  That  is  going  to  take  us  an 
hour  and  a  half.  So,  when  we  leave  here  this  time,  I  think — pardon 
me?  Yes.  We  are  going  to  have  nine  five-minutes  in  a  row.  So,  Mr. 
Dicks,  if  you  would  ask  your  series  of  questions  and  maybe 

Mr.  Dicks.  I  am  going  to  miss  one  if  you — do  you  want  to  miss 
this  one? 

Mr.  Saxton.  Okay.  We  will  miss  this  one  and 

Mr.  Dicks.  A  live  pair. 

Mr.  Saxton.  Right. 

Mr.  Dicks.  Okay. 

Mr.  Saxton.  Let  us  do  it. 

Mr.  Dicks.  Thank  you. 

Let  us  go  right  to  the  heart  of  this.  First  of  all,  you  know,  there 
is  an  opportunity  here  with  the  767's  that  could  go  away.  This  is 
a  commercial  plane.  And  one  of  the  reasons  why  we  have  got  to 
make  this  decision  and  act  now  is  because  there  is  a  possibility 
that  the  767  commercial  line  would  be  shut  down.  And,  so,  I  think 
that  is  an  important  point. 

The  other  thing  is  we  are  going  to  save  a  lot  of  money  by  not 
having  a  development  procurement  program.   We  don't  have  to 
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R&D.  This  is  off  the  shelf.  We  are  taking  a  commercial  plane.  Boe- 
ing has  paid  all  the  money  to  do  the  R&D.  In  fact,  there  are  four 
planes  for  Italy,  four  planes  for  Japan,  which  will  absorb  a  lot  of 
the — help  us  on  the  learning  curve  on  these  airplanes.  So,  you 
know,  the  idea  of  staying  with  this.  And  I  have  got  this  picture  of 
the  engine  strut  corrosion  that  I  went  out  and  personally  visited 
out  at  Tinker  Air  Force  Base  and  to  see  the  corrosion  and  to  see 
the  condition  of  these  planes  was  a  sobering  event  for  me  because 
we  had  been  doing — I  had  been  a  strong  supporter  of  the  re- 
engining  program,  putting  money  into  the  budget  every  year  to 
take  some  of  these — do  some  of  the  re-engining  work. 

But,  it  became  clear  to  me  that  we  were  taking  a  risk.  And  I 
think  the  chairman  pointed  out  in  the  previous  hearing  we  had 
with  the  C-141's,  we  all  of  the  sudden  had  a  block  failure  and 
these  planes  had  to  be  shut  down  and  could  not  be  utilized  for  a 
period  of  time.  And  what  we  are  worried  about  here  is  a  block  fail- 
ure of  the  older  KC-135Es,  which  would  not  be  good.  Now,  we  are 
retiring  them  and  because  of  that  retirement  we  are  going  to  save 
a  substantial  amount  of  money.  I  think  it  is  several  billion  dollars 
of  cost  avoidance  since  we  don't  have  to  maintain  the  old  planes 
and  we  don't  have  to  do  the  re-engining,  that  is  money  that  we  can 
use  for  other  things. 

So,  those  are  some  of  the  points  that  I  wanted  to  make.  And  the 
reason  we  did  this  in  the  first  place  is  because  we  didn't  have  the 
money  in  the  procurement  budget.  To  Mr.  Plueger's  point  about, 
you  know,  you  lease  because  it  is  a  cash  issue.  And  we  didn't  have 
the  money  in  the  procurement  budget  to  buy  these  planes.  The  only 
way  we  could  do  it  was  through  the  lease  because  it  deferred  the 
first  payments  until  2006.  And  the  most  important  point  we  get — 
we  will  have  60  airplanes  in  2009  if  we  do  this.  If  we  don't,  if  we 
go  and  start  a  procurement  program  now,  as  I  understand  it,  either 
it  is  one  plane  in  2009  or  four  planes  in  2009.  That  is  a  huge  dif- 
ference. 

So,  we  have  got  this  opportunity.  I  think  we  should  look  at  leas- 
ing in  a  more  constructive  way.  I  think  we  have  built  all  kinds  of 
barriers  in  the  scoring  rules  and  other  things  that  make  leasing 
less  attractive.  The  government  I  think  is  making  a  mistake  here. 
We  should  look  at  this  as  a  way  to  do  business  and  so  those  are 
just  some  of  the  key  factors  that  I  wanted  to  make. 

Now,  is  there  anything  that  I  have  said  here  that  you  guys  would 
like  to  comment  on? 

Dr.  Sambur.  I  think.  Congressman  Dicks,  you  are  absolutely 
right.  The  only  difference  with  the  four  versus  one  is  the  four  sees 
the  same  funding  profile.  So,  we  would  have  to  add  those — you 
know,  a  few  billion  to  make  an  apples  to  apples.  The  one  comes 
from  based  upon  our  present  plan.  But,  in  any  event  that  is  a  sig- 
nificant difference.  Now  the  60  versus  four  or  one  means  a  signifi- 
cant amount  of  Air  Force  and  helps  us  reduce  this  risk  of  things 
that  are  becoming  more  and  more  apparent. 

Mr.  Dicks.  Is  there  a  possibility  that  you  could  have  a  block  fail- 
ure on  the  135Es  that  have  not  been  re-engined  and  restored? 

Dr.  Sambur.  Here  is  General  Essex. 

General  ESSEX.  Yes,  sir,  that  is  a  big  risk.  We  have  had  them 
before  and  it  is  not  just  Es.  It  is  the  whole  fleet,  but  Es  especially. 


36 

We  have  had  them  before,  stab  trim  actuator,  fuel  boost  pumps  in 
the  past  and  all  these  have  caused  fatal  accidents. 

Mr.  Dicks.  And  you  are  flying  them  with  restrictions  right  now? 

Dr.  Sambur.  The  Es  are  flying  with  restrictions  right  now.  And 
that  is  the  point  that  I  think  is  so  significant  right  now.  The  fact 
that  these  Es  are  not  really  capable  as  tankers.  We  can't  even  take 
them  to  the  Operation  Iraqi  Freedom.  We  just  can't  make  it  there. 

Mr.  Dicks.  And  for  those  people,  including  our  friend  the  chair- 
man, not  this  chairman,  but  Mr.  Bartlett,  who  say  well  I  love  the 
KC-135Rs,  well,  we  are  going  to  have  a  substantial  number  of  KC- 
135Rs  around  for  the  foreseeable  future.  Isn't  that  correct? 

Dr.  Sambur.  You  know,  if  we  continue  on  this  path  it  will  take 
us  at  least  25  years  to  recapitalize.  So,  the  Rs  are  going  to  be  the 
route  for  a  long,  long  period  of  time.  And  that  is  a  bit  frightening 
because  if  you  are  25  to  the  45  year  age  that  they  are  at  right  now, 
you  are  going  to  have  some  tankers  that  are  nearly  80  years  old. 
So 

Mr.  Dicks.  We  have  no  experience  with  planes  that  are  80  years 
old? 

Dr.  Sambur.  And  I  am  not  getting  on  one.  I  am  not  getting  on 
them  above  50. 

Mr.  Dicks.  And  I  would  think  that  anybody  would  be  cautious 
about  having  their  sons  or  daughters  want  to  fly  a  plane  that  old. 

Dr.  Sambur.  Absolutely. 

Mr.  Dicks.  With  that  old  technology.  I  had  a  chance  to  go  up  to 
Everett  to  see  the  first  plane  that  is  going  to  Italy.  And  I  want  to 
point  out  this  is  not  just  a  tanker.  This  has  cargo  capability,  pas- 
senger capability  and  it  can  deal  with  both  Air  Force  and  Navy 
planes  at  the  same  time,  isn't  that  correct? 

Dr.  Sambur.  Not  only  that,  we  are  able  to  take  advantage  of  the 
extra  cargo  space  to  multiplex  these  tankers  to  become  smart  tank- 
ers, where  we  can  put  on  communications  equipment  and  use  them 
in  a  very  sophisticated  network  while  it  enables  us  to  do  a  lot  more 
than  just  being  tankers.  And  multiplexes  and  multiplies  the  affec- 
tive use  of  the  Air  Force. 

Mr.  Dicks.  And  I  think  this  is,  for  Mr.  Wynne,  this  is  trans- 
formation. This  is  taking  a  commercial,  off  the  shelf  airplane,  modi- 
fying it  for  military  use,  avoiding  all  that  R&D  expenditure  up 
front.  I  mean  I  think  this  is  a  smart  way  to  do  this  and  it  allows 
us  to  defer  payments  until  2006  and  then  six  years  of  lease  pay- 
ments and  then  we  buy  the  airplanes  at  the  end.  I  think  it  is  a 
very  rational  way  to  do  this.  In  fact,  it  is  the  only  way  we  could 
do  it.  I  went  down  to  the  President  and  asked  him  to  increase  the 
procurement  budget  and  there  was  no  response.  But,  there  was  a 
response  in  favor  of  trying  to  do  this  lease  deal.  So,  this  was  a 
pragmatic  decision  made  in  the  Congress  to  give  you  the  authority 
to  do  this  because  there  was  no  other  way  feasible  to  do  it.  So,  that 
is  why  I  think  it  is  such  a  good  idea  and  we  should  be  supportive 
of  it  here  in  the  Congress. 

Secretary  WYNNE.  To  your  point,  congressman,  is  very  innova- 
tive. It  is  a  pilot  program.  It  is  going  to  teach  us  a  lot  about  this 
kind  of  style  of  acquisition.  And,  as  you  pointed  out  also,  it  gives 
us  airplanes  early,  which  we  dramatically  appreciate  because  it  al- 
lows us  to  deliver  the  capability  of  the  war-fighter. 
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Mr.  Saxton.  I  would  just  like  to  say  at  this  point  that  we  have 
to  vacate  the  room  at  2:00.  We  are  going  to  have  a  series  of  votes 
that  are  going  to  take  us  well  passed  2:00,  so  we  want  to  thank 
you,  Mr.  Wynne,  Mr.  Sambur,  General  Essex,  Mr.  Curtin  and  Mr. 
Plueger,  for  being  with  us.  And  shedding  light  on  what  to  us  is  a 
new  issue  and  I  am  optimistic  that  we  are  going  to  move  through 
this  and  that  we  are  going  to  proceed  with  this  program.  That  is 
just  my  optimism  I  guess.  But  I  think  we  are  going  to  get  there. 

We  want  to  thank  you  again  for  being  here  and  we  look  forward 
to  working  with  you  in  the  future. 

[Whereupon,  at  1:36  p.m.,  the  subcommittee  was  adjourned.] 
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Statement  of  the  Honorable  Duncan  Hunter 
Chairman,  House  Armed  Services  Committee 

Air  Force  Boeing  767  Tanker  Lease  Hearing 

July  23,  2003 

Today,  the  fiill  committee  meets  to  receive  testimony  on  the 
Air  Force  proposal  to  lease  100  Boeing  767  tanker  aircraft. 

In  December  200 1 ,  Congress  authorized  a  multiyear  pilot 
program  for  the  lease  of  up  to  100  Boeing  767  air  refueling  aircraft 
under  certain  terms  and  conditions  cited  in  the  legislation.  Last 
year,  Congress  also  passed  legislation  requiring  that  prior  to 
entering  into  a  lease  for  these  aircraft,  the  Air  Force  submit  both  a 
report  on  implementation  of  the  agreement,  and  notification  of  its 
plans  to  begin  a  new  start  program  for  the  lease  of  these  aircraft. 
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Earlier  this  month,  the  Air  Force  submitted  both  its  report 
and  the  required  new  start  notification  to  Congress. 

As  a  start  point  for  today's  discussion,  there  should  be  no 
doubt  that  our  aerial  refueling  fleet  is  one  of  those  unique  strategic 
military  capabilities  that  grants  U.S.  military  forces  the  desired 
global  reach  to  respond  quickly  anywhere  in  the  world.  They 
enable  other  aircraft  to  fly  farther,  stay  airborne  longer,  and  carry 
more  weapons,  equipment  and  supplies. 

Today,  the  43-year  old  KC-135  represents  ninety  percent  of 
our  Air  Force  air  refueling  tanker  fleet.  The  other  ten  percent 
resides  in  our  newer,  17-year-old,  KC-10  tanker  fleet.  However, 
operating  costs  for  the  KC-135  fleet  are  increasing.  A  major 
concern  is  the  unpredictable  nature  of  corrosion.  Since  all  our  KC- 
135s  were  originally  procured  within  a  six  year  period  between 
1959  and  1965,  and  are  all  aging  approximately  equally,  a 
corrosion  problem  discovered  in  one  or  more  KC-135s  could  lead 
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to  a  fleet-wide  grounding  of  our  entire  KC-135  fleet  until  that 
problem  is  addressed.  There  are  few  who  question  the  fact  that  our 
KC-135  fleet  is  old,  and  needs  to  be  replaced.  Rather,  the 
questions  are:        .:;..=  ^^  :iv   .^  .  : 

When  should  a  replacement  program  begin? 

Will  we  will  lease,  or  eventually  purchase,  a  replacement  for 
the  KC-135  fleet?       r,  .  ..:..):;;,-'  h. 

If  we  lease,  or  purchase,  are  the  terms  and  prices  acceptable 
to  allow  us  to  meet  both  our  air  refueling  requirements,  and  remain 
within  our  future  budgets?  .     rl 

Is  the  Boeing  767  the  best  aircraft  to  replace  the  KC- 135      i 
fleet? 

What  programs  will  we  have  to  delay  or  cancel  to  stay  within 
our  budgets? 

Leasing  an  aircraft  is  like  leasing  a  car.  Upfront  leasing  costs 
are  lower  than  for  a  purchase,  and  would  reduce  the  impact  to 
currently  budgeted  programs.  But  over  the  long  term,  leasing  will 
cost  more.  In  this  case,  the  Air  Force  tells  us  that  lease  costs  for 
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the  1 00  Boeing  767  tankers  could  be  one  to  eleven  percent  more 
expensive  than  a  purchase,  depending  upon  assumptions  used. 

Since  the  lease  proposal  for  military  aircraft  is  new  to  both 
the  Department  of  Defense  and  Congress,  Members  also  need  to 

understand  the  acquisition  policy  implications  about  how  major 

t 

military  equipment  replacement  programs,  such  as  the  proposed 
lease,  may  be  implemented  for  other  future  military  systems. 

To  address  these  and  other  important  issues,  the  Committee 
has  invited  a  distinguished  panel  to  testify  before  us  today. 

From  the  office  of  the  Secretary  of  Defense,  we  have  Mr. 
Michael  Wynne,  Acting  Under  Secretary  of  Defense  for 
Acquisition,  Technology,  and  Logistics. 

From  the  Air  Force,  we're  glad  to  have  Dr.  Marvin  R. 
Sambur,  Assistant  Secretary  of  the  Air  Force  for  Acquisition,  and 
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Major  General  Paul  W.  Essex,  Air  Mobility  Command's  Director, 
Plans  and  Programs. 

We  also  have  Mr.  Neal  P.  Curtin,  the  General  Accounting 
Office's  Director  of  Defense  Capabilities  and  Management. 

And  finally,  I  am  pleased  to  welcome  Mr.  John  L.  Plueger, 
President  and  Chief  Operating  Officer  of  International  Lease 
Finance  Corporation.  ^^ 

We  welcome  all  our  witnesses  and  look  forward  to  today's 
testimony. 

Let  me  now  recognize  the  committee's  ranking  Member,  Mr. 
Skelton,  for  any  remarks  he  may  wish  to  make. 

[Following  Mr.  SkeltoD^s  remarks] 

Secretary  Wynne,  Dr.  Sambur,  General  Essex,  Mr.  Curtin, 
and  Mr.  Plueger  without  objection,  the  entirety  of  your  prepared 
statements  will  be  entered  into  the  record. 
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Secretary  Wynne,  the  floor  is  yours,  followed  by  Dr.  Sambur, 
General  Essex,  Mr.  Curtin,  and  Mr.  Plueger.  ■;  -  :  -"■■ 
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Opening  Statement  of 

Representative  Ike  Skelton 

Ranking  Member 
House  Amned  Services  Committee 

23  July  2003 


Thank  you,  Mr.  Chairman. 

I  notice  that  we  don't  have  many  empty  seats  today,  Mr.  Chairman    You  obviously 
know  how  to  give  the  people  what  they  want. 

I  don't  doubt  that  we  need  to  move  Air  Force  missions  to  a  new  generation  of  airframes. 
But  I  wonder  if  we're  doing  it  the  right  way. 

Let  me  tell  you  some  of  the  questions  that  people  could  legitimately  ask  about  this  deal. 

Mr.  Chairman,  the  financial  calculations  behind  this  lease,  including  the  buyout  price, 
assume  that  the  airplanes  will  be  valuable  assets  at  the  lease's  end.  But  existing  767s 
are  sitting  in  the  desert  going  begging  for  buyers,  so  is  there  reason  to  believe  these 
new  ones  will  have  any  residual  value  after  six  years?  I'm  glad  Mr.  Plueger  is  here  to 
help  sort  that  out. 

Why  is  the  manufacturer  being  given  preferential  access  to  bonds  at  preferred  rates? 
We  usually  give  higher  rates  for  risky  investments.  Does  anybody  actually  believe  that 
the  Air  Force  is  not  going  to  buy  these  aircraft  after  the  lease?  Is  the  need  for  tankers 
going  to  mysteriously  disappear?  I  don't  believe  there's  much  chance  of  that. 

If  the  lease  will  cost  1 .9  billion  --  with  a  B  --  dollars  more  than  a  multiyear  purchase,  why 
didn't  the  Department  ask  for  multiyear  purchase  authority?  Can  the  Air  Force  afford  to 
wait  one  year  for  that  authority  to  be  included  in  the  2005  budget? 

I  know  we  need  tankers.  I'm  sure  these  would  be  good  ones.  What  I  don't  know  is 
whether  the  way  the  Air  Force  proposes  to  buy  them  meets  our  obligation  to  the 
taxpayers. 

1.9  billion  dollars  is  a  lot  of  money  in  anybody's  book.  Given  the  choice,  would  we 
rather  get  the  tankers  now  for  one  price,  or  wait  a  year,  get  the  same  number  of  tankers, 
and  save  enough  for  ten  extra  C-17s? 

With  questions  like  that,  I  can  see  why  the  seats  are  full.  I  look  forward  to  some  good 
answers 

Thank  you  all  for  your  work,  and  thank  you,  Mr.  Chairman. 
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Mr.  Chairman  and  Members  of  the  committee,  I  am  pleased  to  come  before 
you  today  to  talk  about  the  substance  and  policy  implications  of  the  Air  Force 
tanker  lease  proposal. 

On  May  23,  the  Department  announced  the  Secretar\''s  decision  to  approve 
the  Air  Force's  proposal  to  enter  into  a  multi-year  Pilot  Program  for  leasing 
general  purpose  Boeing  767  aircraft  under  the  authority  in  section  8159  of  the 
Department  of  Defense  Appropriations  Act,  2002. 

There  is  consensus  within  the  Department  that  we  must  start  recapitalizing 
the  airborne  tanker  fleet  as  soon  as  possible,  and  that  re-engining  the  KC-135E 
aircraft  will  not  extend  their  serv-ce  life.  Options  included  an  aircraft 
incorporating  a  new  design,  or  a  variant  of  an  existing  aircraft.  An  aircraft  based 
on  a  new  design  would  cost  the  Department  research  and  development  funds  and 
some  estimates  are  that  such  a  new  aircraft  would  cost  in  the  range  of  $200M- 
S250M  per  unit,  while  the  planned  commercial  derivative,  if  it  was  available,  was 
estimated  to  cost  between  $150M-$161M. 

There  are  only  four  suppliers  who  could  develop  and  produce  such  a  tanker 
aircraft— Boeing,  Lockheed  Martin,  EADS  and  the  Russians — and  only  three 
currently  produce  wide-body  aircraft.  The  Department's  plan,  in  the  President's 
FY  04  budget,  was  to  begin  the  tanker  development  program — a  commercial 
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denvative — in  FY  06,  with  the  first  tanker  delivery  targeted  for  FY  09.  However, 
when  the  Congress  gave  us  pilot  program  authonty  to  lease,  this  allowed  the 
Department  to  aggressively  pursue  a  tanker  design  based  on  the  767  airframe 
before  the  commercial  production  line  ended,  an  option  which  might  not  have 
been  available  in  FY  06.  On  its  face,  this  is  clearly  a  less  expensive  alternative 
than  new  development.  It  also  has  far  less  cost  nsk  than  waiting  until  FY  06  when 
the  same  commercial  opportunity  might  no  longer  exist. 

The  Air  Force  proposed  leasing  tankers  and  brought  their  proposal  to  the 
Leasing  Review  Panel,  which  compared  the  merits  and  shortcomings  of  both 
leasing  and  purchasing  KC-767  aircraft,  given  the  767  line  remained  open  for  both 
leasing  and  purchasing.  Based  on  input  from  the  co-cbairs  of  this  panel.  Under 
Secretary  Aldridge  and  Under  Secretary  Zakheim,  the  Secretary  determined  that 
the  lease  option  best  met  the  needs  of  the  Air  Force  and  was  preferable  because 
leasing  minimizes  the  near-term  cost  to  the  Department  of  Defense  and  delivers 
the  aircraft  sooner.  If  we  were  to  purchase  the  aircraft  and  Boeing  were  to  deliver 
them  on  the  same  schedule  as  it  will  under  the  lease,  it  would  require  billions  of 
dollars  more  in  the  Future  Years  Defense  Program  (FYDP).  As  we  have  pursued  a 
goal  of  stability  in  programs,  such  a  reallocation  would  have  been  counter  to  that 
goal,  and  disrupted  many  on-going  programs. 


53 

On  July  10,  the  Secretary  of  the  Air  Force  notified  the  Defense  Committees 
of  the  Department's  intent  to  lease  100  Boeing  767  aircraft  under  the  Multi-year 
Aircraft  Lease  Pilot  Program  and  provided  a  report  on  tanker  leasing  to  those 
committees,  in  accordance  with  Section  8159  of  the  Department  of  Defense 
Appropriations  Act,  2002.  Section  8 1 59  requires  the  Air  Force  to  wait  at  least  30 
calendar  days  after  it  submits  the  report  before  entering  into  the  lease  contract. 

On  July  11,  the  Air  Force  provided  to  the  Defense  Committees  and  to  the 
Appropriations  Committees  a  new-start  notification  associated  with  the  proposed 
lease  of  100  KC-767  air  refueling  tankers,  in  compliance  with  section  133  of  the 
Bob  Stump  National  Defense  Authorization  Act  for  Fiscal  Year  2003.  As  the  Air 
Force  has  noted  in  both  cover  letters  for  the  report  and  this  notification,  it  will  not 
award  a  contract  until  the  Defense  Committees  have  approved  the  new-start 
request.  As  of  today,  1  am  pleased  to  report  that  we  have  received  approval  from 
the  Defense  subcommittees  of  the  House  and  Senate  Appropriations  Committees. 

While  the  proposed  lease  will  provide  for  delivery  of  a  total  of  100  KC-767 
aircraft,  approximately  60  of  which  will  be  delivered  in  the  FYDP,  the  Department 
intends  to  recapitalize  the  airborne  tanker  fleet,  and  therefore  will  likely  go  beyond 
this  initial  100  aircraft  in  the  future.  The  Air  Force  has  been  directed  to  develop  a 
long-range  recapitalization  plan  beyond  the  current  lease  proposal  and  we  will 
address  that  plan  in  the  President's  FY  06  budget. 
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Thank  you,  Mr.  Chairman,  for  the  opportunity  to  testify  before  the 
Committee.  I  would  be  happy  to  answer  any  questions  that  you  and  the  Members 
of  the  Committee  may  have. 
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Chairman  Hunter,  Congressman  Skelton  and  Members  of  the  Committee: 

Thank  you  for  the  opportunity  to  appear  before  you  today.  I  am  proud  to 
come  before  you  to  discuss  the  Air  Force  tanker  lease  proposal  and  the  status  of 
the  KC-135  fleet.  My  testimony  will  discuss  the  tanker  lease  report  to  Congress 
that  was-  submitted  to  each  of  the  Defense  committees. 

As  the  Director  of  Plans  and  Programs  at  Air  Mobility  Command 
previously  testified  to  the  Projection  Forces  Subcommittee  on  June  24,  2003,  we 
must  begin  recapitalizing  our  aging  KC-135  fleet  now.  While  our  requirements 
for  tankers  are  increasing  due  to  the  Global  War  on  Terror,  Operation  Enduring 
Freedom,  and  Operation  Iraqi  Freedom,  the  availability  of  our  KC-135s  is 
decreasing.  The  degradation  of  our  current  tanker  fleet  is  accelerating  beyond 
our  original  projections.  Using  the  FY02  legislation  to  evaluate  leasing  tanker 
aircraft,  our  report  shows  that  we  can  lease  and  deliver  KC-767  tankers  5  years 
sooner  than  a  normal  procurement  program.  While  this  lease  will  cost  slightly 
more  from  a  net  present  value  analysis  than  a  normal  procurement  program,  the 
benefits  greatly  offset  the  financial  disadvantages.  In  order  to  purchase  these 
aircraft  on  the  same  schedule,  we  would  need  $5B  MORE  funding  in  the  Air 
Force  account  through  FY06  and  more  than  $11 B  more  across  the  FYDP.  This 
is  money  that  the  Air  Force  doesn't  have  and  is  not  programmed  for  -  and  would 
result  in  significant  impacts  and  delays  to  our  other  modernization  programs. 
The  KC-135  fleet  has  served  the  Air  Force  well  for  over  40  years,  and  it  is  time  to 
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begin  the  recapitalization.  Given  cun^ent  DoD  and  USAF  budget  projections  and 
constraints,  recapitalization  of  the  KC-135  fleet  (544  aircraft)  will  take  between  30 
and  40  years. 

The  Need  for  Tankers  ^>i 

The  mission  of  the  Air  Force  is  to  defend  the  nation  through  the  control 
and  exploitation  of  air  and  space.  To  accomplish  this  mission,  the  Air  Force  must 
provide  its  warfighters  with  capable  and  reliable  systems. 

Air  refueling  tankers  enable  our  entire  force  to  protect  our  homeland, 
conduct  combat  operations,  and  provide  humanitarian  relief  around  the  world. 
They  enable  other  Air  Force,  Navy,  Marine  Corps  and  allied  aircraft  to  fly  farther, 
stay  airborne  longer,  and  carry  more  weapons,  equipment,  and  supplies.    As  we 
just  experienced  in  Operation  Enduring  Freedom  and  Operation  Iraqi  Freedom, 
the  Air  Force  tanker  was  a  critical  force  enabler  and  force  multiplier  that  allowed 
our  coalition  force  to  operate  with  impunity  over  a  distant  battlefield.  Without  a 
robust  and  reliable  air  refueling  fleet,  no  existing  war  plan,  humanitarian  mission, 
or  extended  special  air  mission  can  be  flown  without  the  pennission  and 
concurrence  of  other  sovereign  nations  for  landing  rights  to  refuel.  Air  refueling 
tankers  ensure  our  nation  has  the  global  reach  to  respond  quickly  and  decisively 
anywhere  in  the  worid.  In  short,  our  National  Security  Strategy  is  unexecutable 
without  air  refueling  tankers. 
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Why  Replace  our  Tankers? 

Tanker  dependence  in  recent  wars  and  the  advanced  age  of  the  nation's 
air  refueling  aircraft  fleet  drive  the  Air  Force's  urgency  to  recapitalize  as  soon  as 
possible.  Today,  a  single  43-year  old  aircraft  type,  the  KC-135,  supports  ninety 
percent  of  our  combat  air  refueling  capability.  Beginning  manufacture  under  the 
Eisenhower  administration,  732  KC-135s  entered  military  service  between  1957 
and  1965.  The  remaining  544  KC-135s  on  duty  today  have  the  oldest  average 
fleet  age  of  any  Air  Force  combat  aircraft.  The  ongoing  war  on  terrorism 
heightens  our  aging  aircraft  concerns.  Subsequent  to  September  1 1 ,  2001 , 
growing  commitments  to  actions  around  the  globe  and  a  more  aggressive 
homeland  defense  posture  further  drove  up  reliance  and  demands  on  our  aging 
tanker  fleet.  The  heightened  tempo  of  operations  is  likely  to  continue  for  the 
foreseeable  future.  The  military  successes  in  Afghanistan  and  Iraq  were  critically 
dependent  on  air  refueling  to  extend  the  range  of  our  airlifters,  sensor  aircraft, 
and  Navy,  Marine  Corps,  and  Air  Force  bomber  and  strike  aircraft.  These 
conflicts,  along  with  the  on-going  war  on  terrorism  and  heightened  homeland 
security,  have  increased  air  refueling  requirements  while  at  the  same  time  they 
have  decreased  asset  availability.  These  actions  are  stressing  our  oldest  and 
least  capable  tankers. 

The  cost  of  continuing  to  operate  the  existing  KC-135  air-refueling  force 
will  continue  to  escalate  dramatically.  Corrosion,  major  structural  repairs,  and  an 
increased  rate  of  inspection  are  major  drivers  for  increased  cost  and  time  spent 
in  depot.  This  also  directly  decreases  operational  aircraft  availability. 
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Operational  availability  is  expected  to  continue  to  decrease  throughout  the 
remainder  of  the  KC-135's  lifespan.  Snowballing  signs  of  aging  are  evident 
today.  Under  these  conditions  of  accelerating  costs  and  steadily  declining 
availability  and  performance,  combined  with  the  increasing  operational  demands, 
actions  to  replace  the  KC-1 35  must  begin  now. 

At  an  average  age  of  over  43  years,  the  KC-1 35  fleet  is  the  oldest  combat 
weapon  system  in  the  Air  Force.  As  this  tanker  fleet  ages,  ensuring  warfighters 
have  the  required  number  of  tankers  to  perform  their  wartime  mission  is  a 
growing  challenge.  Through  the  1990s,  the  KC-1 35  fleet  started  to  show  its  age. 
In  1991,  Air  Force  Materiel  Command  initiated  aging  aircraft  inspections  and 
repairs  to  maintain  the  airworthiness  of  this  geriatric  fleet.  By  2000,  32%  of  the 
KC-1 35  fleet  (29%  of  the  entire  Air  Force  refueling  capability)  was  unavailable 
due  to  depot  level  maintenance  as  the  number  and  complexity  of  repairs 
drastically  increased.  This  reduced  the  refueling  capability  of  our  warfighters  and 
caused  a  backlog  at  the  depot  facilities,  as  the  average  numtier  of  days  in  depot- 
level  maintenance  peaked  at  over  400  days. 

The  Air  Force  realized  that,  historically,  annual  depot  price  per  aircraft 
grew  by  18%  compounded  annually  for  the  last  14  years,  and  the  fleet  availability 
decreased  by  1  %  per  year.  The  combination  of  increasing  costs  and  decreasing 
availability  in  the  future  compels  the  Air  Force  to  act  now  to  balance  cost, 
capability,  risk,  and  recapitalization  of  the  KC-1 35  fleet. 

The  Air  Force  is  committed  to  keeping  this  critical  mission  capability 
through  investments  in  the  KC-1 35  aircraft.  But  because  of  observed, 
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exponentially  growing  costs  and  the  associated  unpredictable  nature  of 
corrosion,  there  is  a  significant  risk  of  having  a  single  seriously  aging  airframe 
responsible  for  90%  of  our  air  refueling  capability.  Independent  teams  that 
visited  the  KC-135  depot  maintenance  line  at  Tinker  Air  Force  Base  unanimously 
recognized  the  risk  that  this  43-year-oId  aircraft  could  encounter  a  fleet- 
grounding  event,  crippling  our  combat  forces  from  the  unpredictable  nature  of 
corrosion.  Recapitalization  can  no  longer  be  deferred;  thus,  potential  solutions 
were  examined  to  keep  our  nation  from  having  to  rely  ultimately  and  almost 
exclusively  upon  a  70-to-  80-year-old  weapon  system. 

Options  for  Replacing  the  KC-135 

In  light  of  increasing  tanker  demand  since  1 1  September,  we  realized  the 
need  to  recapitalize  the  tanker  fleet  was  more  urgent  than  ever.  The  Air  Force 
analyzed  several  possible  alternate  solutions  as  the  first  step  toward  replacement 
of  the  KC-135  fleet.  The  Air  Force  first  considered  maintaining  the  current  force 
structure.  The  true  and  exponentially  damaging  effects  of  aging  quickly  became 
apparent  from  KC-135  depot  work.  The  unpredictable  nature  of  age-related 
corrosion  -  its  timing,  location,  and  extent  -  increases  our  concern  for  the  risk  of 
an  event  that  would  ground  the  KC-135  fleet.  Thus,  continuing  the  status  quo 
was  rejected  since  the  risk  of  indefinitely  operating  a  fleet  of  aging  aircraft  is 
unacceptable. 

The  Air  Force  also  quickly  recognized  that  re-engining  the  venerable  KC- 
135Es  did  not  address  the  aging  issues,  risks  to  our  combat  operations,  or 


61 

increasing  costs.  Re-englning  would  amount  to  spending  billions  of  dollars  to 
keep  the  currently  degrading  capability  and  still  have  "old  iron"  that  needs 
replacing.  Re-engining  was  not  a  solution. 

So,  the  Air  Force  considered  acquisition  of  commercial  derivative 
platforms  in  tanker  configurations.  This  strategy  acquires  air-refueling  tankers 
derived  from  commercially  available  airframes  to  avoid  the  high  costs  of  new 
aircraft  research  and  development.  The  use  of  a  commercial-based  airframe 
forges  synergy  with  industry  in  further  developing  a  commercial  market  for  air 
refueling  aircraft.  The  question  then  became:  How  can  we  get  these  mission 
critical  assets  to  the  warfighter  in  the  most  expeditious  way,  at  a  reasonable  cost 
to  taxpayers?  The  answer  —  lease  a  tanker  aircraft  that  is  already  commercially 
available. 

An  Operating  Lease  of  Air  Refueling  Aircraft. 

Pilot  leasing  authority  for  up  to  100  KC-767s  was  provided  in  the  FY  2002 
Defense  Appropriations  Act.  This  operating  lease  of  commercially  derived 
Boeing  767  air  refueling  tankers  is  permitted  in  Section  8159.  The  KC-767A  is  a 
tanker  version  of  the  long-range  commercial  aircraft.  This  tanker  was  developed 
and  commercially  offered  to  the  international  community  by  the  Boeing  Company 
as  the  Global  Tanker  Transport  Aircraft  (GTTA).  Italy  was  the  first  customer, 
ordering  four  aircraft,  and  has  been  followed  by  Japan.  The  KC-767  tanker  will 
be  the  worid's  newest  and  most  advanced  tanker.  It  can  offload  20%  more  fuel 
than  the  KC-135E,  and  unlike  the  E-model,  can  itself  be  refueled  in  flight.  The 
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767  Tanker  also  has  the  capability  to  refuel  probe-  and  boom-equipped  aircraft 
on  every  mission  -  an  enormous  benefit  for  joint  operations.  The  KC-767  will 
have  roughly  the  same  maximum  fuel  offload  as  the  KC-135R,  but  can  takeoff  at 
maximum  take  off  gross  weight  in  4000  ft  less  runway  -  hence  the  KC-767  is 
able  to  operate  from  many  more  runways.  As  delivered,  the  KC-767  will  be 
configured  as  a  convertible  freighter  being  able  to  carry  all  passengers  (approx. 
200)  or  all  cargo  (19  pallets  vs.  6  on  the  KC-135  and  27  on  the  KC-10).  It  will 
have  a  digital  cockpit,  cargo  door,  auxiliary  fuel  tanks,  remote  air  refueling  boom 
operators  station,  centerline  hose  drum  unit,  crew  rest  facilities,  larger  120 
kilovolt-Ampere  generators,  advanced  air  refueling  boom,  and  aeromedical 
evacuation  capability. 

The  Air  Force  quickly  began  negotiations  with  Boeing  for  an  operating 
lease  of  100  commercially  developed  KC-767A  air  refueling  tankers.  As  the 
FY04  President's  Budget  was  being  developed,  the  negotiations  for  the  leasing 
proposal,  permitted  by  Congressional  legislation,  were  unfinished.  A  KC-X 
procurement  program  was  included  in  the  President's  FY04  budget,  with  the 
program  to  begin,  because  of  affordability  constraints,  in  FY06.  This  program  in 
the  FY04  PB  would  deliver  one  tanker  to  the  warfighter  in  FY09.  The  100'*' 
aircraft  would  be  delivered  in  FY16. 

In  contrast,  under  the  negotiated  lease,  the  contractor  will  deliver  60  new 
tankers  to  the  warfighter  by  FY09,  and  deliver  all  100  by  FY1 1 .  This  plan 
provides  for  a  quicker  recapitalization  of  the  tankers.  To  match  such  a 
recapitalization  schedule  under  a  purchase  option  would  require  billions  of 
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additional  dollars  to  be  invested  during  the  FYDP.  Since  those  funds  are  already 
committed  to  other  uses,  there  would  have  to  be  significant  restructuring  and/or 
cancellation  of  ongoing  and  planned  programs. 

Business  Case  Analysis 

Obviously,  cost  is  a  big  driver  when  choosing  an  acquisition  strategy.  In 
isolation,  a  leasing  strategy  requires  additional  funds  in  then-year  dollars  relative 
to  the  cost  of  a  traditional  purchase.  Economic  considerations,  however,  are  not 
limited  to  expected  funding  flows,  which  ignore  the  time-value  of  money.  To 
account  for  the  time-vaiue  of  money  and  gain  insight  into  the  economic 
implications  of  leasing  as  an  acquisition  strategy,  Office  of  Management  and 
Budget  Circular  (0MB)  A-94  directs  a  present  value  comparison  between  the 
proposed  lease  and  a  hypothetical  purchase  based  on  the  same  delivery/return 
profile.  The  financial  analysis  for  the  A-94  test  is  highly  sensitive  to  the 
underlying  assumptions  such  as  purchase  price,  expected  inflation  and 
appropriate  discount  rate.  Applying  the  A-94  test  with  the  assistance  of  0MB, 
the  Department  of  Defense  determined  that  the  net  present  value  of  the  multiyear 
lease  option  and  a  traditional  purchase  option  results  in  an  NPV  favoring  a 
purchase  by  $150  million  -  about  1%. 

The  advantages  in  schedule  and  reduced  impact  to  currently  budgeted 
programs  outweighed  the  results  of  the  A-94  analysis  and  drove  the  leasing 
decision.  The  Air  Force  and  Department  of  Defense  selected  leasing  as  the 
acquisition  strategy  primarily  based  on  affordabitity  and  minimizing  budgetary 
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impact  to  our  plans  for  getting  accelerated  capability  of  the  new  weapon  system 
to  our  frontline  troops. 

Under  the  lease  option,  the  Air  Force  can  afford  to  field  this  new  fleet  of 
tankers  at  a  quicker  pace  than  under  a  traditional  purchase  plan.  Jumpstarting 
replacement  of  the  older,  less-capable  tankers  enables  faster  modernization  of 
air  combat  forces.  The  lease  not  only  advances  the  first  delivery  by  three  years, 
ft  puts  the  100  aircraft  fleet  at  the  disposal  of  our  frontline  commanders  for 
combat  operations  by  FY1 1,  five  years  ahead  of  the  planned  purchase.  If  we 
were  to  purchase  these  aircraft  in  a  traditional  buy  on  the  same  delivery 
schedule,  while  maintaining  our  financial  top-line,  we  would  have  to  take  billions 
of  dollars  out  of  other  important  programs. 

Implementation  Plans 

Under  this  Pilot  Program,  the  Air  Force  intends  to  lease  100  KC-767A 
aircraft  with  Congressional  approval  of  the  New  Start  notification.  The  lease 
program  will  be  sole  source,  using  terms  and  conditions  germane  to  commercial 
aircraft  leases  and  commercial  business  practices  in  accordance  with  the  Federal 
Acquisition  Regulation  and  section  8159.  Terms  and  conditions  of  the  lease 
arrangement  meets  all  requirements  of  the  FY02  Defense  Appropriations  Act 
including  0MB  Circular  A-1 1  criteria  for  an  operating  lease.  Full  details  of  the 
lease  are  included  in  the  Report  to  the  Congressional  Defense  Committees  that 
was  fully  vetted  and  coordinated  with  OSD  and  0MB. 
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This  will  be  a  three-party  contract  between  the  US  Government,  Boeing 
Integrated  Defense  Systems,  and  a  third-party  Trust.    The  Trust  will  issue  bonds 
on  the  commercial  market  based  on  the  strength  of  the  lease  contract  with  the 
US  Government  (rather  than  the  credit  worthiness  of  Boeing),  will  buy  the  aircraft 
from  Boeing,  and  will  lease  them  to  the  Government.    The  Trust  will  not  make  a 
profit  but  will  provide  for  the  funds  necessary  to  pay  bondholders  and  pay  off  the 
debt  after  the  sale  of  the  aircraft.  Any  residual  funds  acquired  from  the  sale  of 
the  aircraft  subsequent  to  lease  termination  will  be  refunded  to  the  Govemment 
as  an  overpayment. 

The  contract  will  include  "Most  Favored  Customer"  clauses  stating  that  if 
Boeing  sells  comparable  aircraft  (up  to  100)  during  the  term  of  the  contract  for  a 
lesser  price,  the  Government  will  receive  an  equitable  adjustment.  To  further 
guarantee  the  taxpayers  receive  a  favorable  deal,  Boeing  has  agreed  to  a 
Retum-on-Sales  (ROS)  cap  of  1 5%,  whereby,  following  an  audit  of  their  intemal 
cost  structure  in  201 1 ,  any  ROS  in  excess  of  15%  in  either  commercial  or  military 
manufacturing  centers  will  be  returned  to  the  Government.  Again,  this  is 
something  unprecedented  in  military  acquisitions. 

Conclusion 

I  want  to  thank  the  Committee  for  allowing  the  Air  Force  to  share  its 
concerns  about  the  need  for  a  new  tanker.  I  believe  the  KC-767A  Multi-Year 
Aircraft  Lease  Pilot  Program  offers  us  the  opportunity  to  jumpstart  recapitalization 
of  our  aging  KC-135  tankers.  Recent  events  and  increased  requirements  to 
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support  homeland  defense  have  spxDtlighted  our  reliance  on  these  critical 
refueling  assets.  Tanker  dependence  in  recent  wars  and  the  advanced  age  of 
the  nation's  air  refueling  aircraft  fleet  drive  the  Air  Force's  urgency  to  begin 
recapitalization  as  soon  as  possible.  The  KC-767A  supports  the  requirements  for 
our  next  generation  tanker  aircraft.  The  negotiated  lease  proposal  would  provide 
for  the  delivery  of  60  aircraft  within  the  FYDP  and  field  the  100'^  aircraft  by  201 1 . 
five  years  faster  than  current  purchase  plans.  This  minimizes  near-term 
budgetary  impact  to  other  important  programs. 

I  fully  support  this  leasing  alternative  to  provide  the  warfighters  with  new 
equipment  as  quickly  as  possible.  This  leasing  program  supports  the  Air  Force's 
essential  mission  requirements  that  support  the  defense  of  America. 

I  appreciate  the  support  provided  by  Congress  and  look  forward  to 
working  with  this  Committee  to  best  satisfy  our  warfighter  needs  in  the  future. 
Thank  you  for  the  opportunity  to  provide  this  statement  for  the  record. 
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Mr.  Chainnan  and  Members  of  the  Cormnittee; 

I  appreciate  the  opportunity  to  appear  before  you  today  to  discuss  the  Air 
Force's  report  on  the  planned  lease  of  100  Boeing  767  aircraft  modified  for 
aerial  refueling.  These  aircraft  would  be  known  by  a  new  designation, 
KC-767A.  Section  8159  of  the  Department  of  Defense  Appropriations  Act 
for  fiscal  year  2002  authorizes  the  Air  Force  to  lease  up  to  100  KC-  767A 
aircraft.  We  received  the  report  required  by  section  8159  when  it  was  sent 
to  the  Congress  on  July  10.  We  subsequently  received  a  briefing  from  the 
Air  Force  and  some  of  the  data  needed  to  review  the  draft  lease  and  lease 
versus  purchase  analysis.  However,  we  were  permitted  to  read  the  lease 
for  the  first  time  on  July  18  but  were  not  allowed  to  make  a  copy  and  so 
have  not  had  time  to  fully  review  and  analyze  the  terms  of  the  draft  lease 
As  a  result,  my  testimony  today  will  be  based  on  very  preliminary  work.  1 
will  (1)  describe  the  condition  of  the  current  aerial  refueling  fleet, 
(2)  summarize  the  proposed  lease  as  presented  in  the  Air  Force's  recent 
report,  (3)  present  our  preliminary  observations  on  the  Air  Force  lease 
report,  and  (4)  identify  related  issues  that  we  believe  deserve  further 
scrutiny. 

To  determine  the  condition  of  the  current  fleet,  we  used  data  from  an 
ongoing  study  of  tanker  requirements  being  done  for  this  committee's 
Subcommittee  on  Readiness.  Specifically,  we  obtained  and  analyzed 
KC-135  and  KC-10  mission  capable  rates,  fleet  inventory  records, 
utilization  records,  maintenance  records,  and  other  documents;  and  we 
met  with  knowledgeable  officials  at  the  Air  Force's  KC-135  Systems 
Program  Directorate  at  Tinker  Air  Force  Base  in  Oklahoma  and  the  Air 
Mobility  Command  cU  Scott  Air  Force  Base  in  Illinois,  among  other 
officials.  To  summarize  and  analyze  the  report  of  the  proposed  lease,  we 
reviewed  the  report,  initiated  our  analysis  of  the  draft  lease,  and  received  a 
briefmg  from  the  Office  of  the  Assistant  Secretary  of  the  Air  Force 
(Acquisitions),  Air  Mobility  Programs.  To  identify  key  issues  for  further 
scrutiny,  we  identified  issues  raised  by  the  Air  Force  in  the  report  of  the 
proposed  lease,  but  we  believe  the  Air  Force  did  not  explain  fully.  We  also 
identified  additional  costs  the  Air  Force  expects  tx>  incur  to  field  the  new 
aircraft. 

RarktfrnnnH  While  numerous  military  aircraft  proN-ide  refueling  services,  the  bulk  of 

DdCKgl  UUIIU  jj  g  refijeling  capabibty  Ues  in  the  Air  Force  fleet  of  59  KC-10  and  543 

KC-135  aircraft.  These  are  large,  long-range  aircraft  that  have  counterparts 
in  the  commercial  airlines,  but  which  have  been  modified  to  turn  them  into 
tankers.  The  KC-10  is  based  on  the  DC-10  aircraft,  and  the  KC-135  is 
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similar  to  the  Boeing-707  airliner.  Because  of  their  large  numbers,  the 
KC-135S  are  the  mainstay  of  the  refueling  fleet,  and  successfully  carrying 
out  the  refueling  mission  depends  on  the  continued  performance  of  the 
KC-135S.  Thus,  recapitalizing  this  fleet  of  KC-135s  will  be  crucial  to 
maintaining  aerial  refueling  capability,  and  it  will  be  a  very  expensive 
undertaking. 

There  are  two  basic  versions  of  the  KC-135  aircraft,  designated  the 
KC-135E  and  KC-135R.  The  R  model  aircraft  have  been  re-fitted  with 
modem  engines  and  other  upgrades  that  give  them  an  advantage  over  the 
E  models.  The  E-model  aircraft  on  average  are  about  2  years  older  than 
the  R  models,  and  the  R  models  provide  more  than  20  percent  greater 
refueUng  capacity  per  aircraft.  The  E  models  are  located  m  the  Air 
National  Guard  and  Air  Force  Reserve.  Active  forces  have  oi\ly  R  models. 
Over  half  the  KC-13.5  fleet  is  located  in  the  reserve  components 

The  rest  of  the  DOD  reftieling  fleet  consiste  of  Air  Force  HC-  and  MC-130 
aircraft  used  by  special  operations  forces.  Marine  Corps  KC-1.30  aircraft, 
and  Navy  F-18  and  S-3  aircraft  However,  the  bulk  of  refueling  for  Marine 
and  NaN-y  aircraft  comes  from  the  Air  Force  KC-lOs  and  KC-13()S.  These 
aircraft  are  capable  of  refueling  Air  Force  and  Navy/Marine  aircraft,  as 
well  as  some  allied  aircraft,  although  there  are  differences  in  the  way  the 
KC-lOs  and  KC-135s  are  equipped  to  do  this. 


Condition  of  Aerial 
Refueling  Fleet 


The  KC-10  aircraft  are  relatively  young,  averaging  about  20  years  in  age. 
Consequently,  much  of  the  focus  on  modernization  of  the  tanker  fleet  is 
centered  on  the  KC-135s,  which  were  built  in  the  1950s  and  1960s,  and  now- 
average  about  43  years  in  age. 


While  the  KC--135  fleet  averages  more  tlian  40  years  in  age.  the  aircraft 
have  relatively  low  levels  of  flying  hours.  The  Air  Force  projects  that  E  and 
R  models  have  lifetime  flying  hours  limits  of  36,000  and  39,000  hours, 
respectively.  According  to  the  Air  Force,  only  a  few  KC-135s  would  reach 
these  limits  before  2040,  but  at  that  time  some  of  the  aircraft  would  be 
about  80  years  old  Flying  hours  for  the  KC-135s  averaged  about  .300  hours 
per  year  between  1995  and  September  2001.  .Since  then,  utilization  is 
averaging  about  435  hours  per  year. 

According  to  Air  Force  data,  the  KC-135  fleet  had  a  total  operation  and 
support  cost  in  fiscal  year  2001  of  about  $2:2  billion.  The  older  E  model 
aircraft  averaged  total  costs  of  about  $4.6  million  per  aircraft,  while  the 
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R  models  averaged  about  $3.7  million  per  aircraft-  Those  costs  include 
personnel,  fuel,  maintenance,  modifications,  and  spare  parts. 

The  Air  Force  has  a  goal  of  an  85  percent  mission  capable  rate.  Mission 
capable  rates  measure  the  percent  of  time  on  average  that  an  aircraft  is 
available  to  perform  its  assigned  mission.  KC-135s  in  the  active  duty  forces 
are  generally  meeting  the  85  percent  goal  for  mission  capable  rates.  Data 
on  the  mission  capable  rates  for  the  KC-135  fleet  are  shown  in 
table  I. 


Table  1.  Mission  Capable  Rates  for  KC-135  Aircraft  In  May  2003 

Component 

Mission  capable  rate 
Number  c*  aircraft                               (percent) 

Active 

245 

85 

Reserve  R  models 

52 

82 

NaNonal  Guard  R  models 

115 

75 

Reserve  E  models 

16 

75 

National  Guard  E  models 

115 

79 

Source  Air  Force  d«ia 


For  comparison  purposes,  the  KC-10  fleet  is  entirely  in  the  active 
component,  and  the  59  KC-lOs  had  an  average  mission  capable  rate  during 
the  same  period  of  81 .2  percent. 

By  most  indications,  the  fleet  has  performed  very  well  during  the  past  few 
years  of  high  operational  tempo.  Operations  in  Kosovo,  Afghanistan,  Iraq, 
and  here  in  the  United  States  in  support  of  Operation  Noble  Eagle  were 
demanding,  but  the  current  fleet  was  able  to  meet  the  mission 
requirements.  Approximately  150  KC-135s  were  deployed  to  the  combat 
theater  for  Operation  Allied  Force  in  Kosovo,  about  60  for  Operation 
Enduring  Freedom  in  Afghanistan,  and  about  150  for  Operation  Iraqi 
Freedom.  Additional  aircraft  provided  "air  bridge"  support  for  movement 
of  fighter  and  transport  aircraft  to  the  combat  theater,  for  some  long-range 
bomber  operations  from  the  United  Slates,  and,  at  the  same  time,  to  help 
maintain  combat  air  patrols  over  m^or  U.S.  cities  since  September  H, 
2001. 
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The  Air  Force  Report 
on  The  KC-767A 
Aircraft  Lease 


Section  8159  of  the  Department  of  Defense  Appropriations  Act  for  fiscal 
year  2002,'  which  authorized  the  Air  Force  to  lease  the  KC-767A  aircraft, 
also  specified  that  the  Air  Force  could  not  commence  lease  arrangements 
until  30  calendar  days  after  submitting  a  report  to  the  House  and  Senate 
Armed  Services  and  Appropriations  Committees  (1)  outlining 
implementation  plsins  and  (2)  describing  the  tenns  and  conditions  of  the 
lease  and  any  expected  savings.  The  Air  Force  has  stated  that  it  will  not 
proceed  with  the  lease  until  it  receives  approval  from  all  of  the  committees 
of  the  New  Start  Notification "'  The  .Air  Force  also  submitted  the  report  of 
the  proposed  lease  to  the  committees  as  required  by  section  8159. 1  will 
now  summarize  the  key  points  that  the  Air  Force  made  in  this  report  to  the 
committees; 


The  Air  Force  pointed  out  that  aerial  refueling  helps  to  support  our 
nation's  ability  to  respond  quickly  to  operational  demands  anywhere 
around  the  world.  This  is  possible  because  aerial  refueling  permits  other 
aircraft  to  fly  farther,  stay  aloft  longer,  and  carry  more  weapons, 
equipment,  or  supplies 

The  Air  Force  indicated  that  KC-135  aircraft  are  aging  and  becoming 
increasingly  costly  to  operate  due  to  corrosion,  the  need  for  m£uor 
structural  repair,  and  increasing  rates  of  inspection  to  ensure  air  safety. 
Moreover,  the  report  indicates  that  the  Air  Force  believes  it  is  incurring  a 
significant  risk  by  havuig  90  percent  of  its  aerial  refueling  capabilit>'  m  a 
single,  aging  airframe. 

The  Air  Force  considered  maintaining  the  current  fleet  until  about  2040 
but  concluded  that  the  risk  of  a  "fleet-grounding"  event  made  continued 
operation  of  the  fleet  unacceptable,  unless  it  began  its  re-capitalization 
immediately.  The  Air  Force  considered  replacing  the  KC-135  (E  model) 
engines  with  new  engines  but  rejected  this  changeover  since  it  would  not 
address  the  key  concern  of  aircraft  corrosion  and  other  age-related 
concerns. 


'  Dppaitmenl  of  Defense  and  Emrrgency  Supplemental  Approprialions  for  Recovery  from 
and  Response  to  Terrorist  Attacks  on  the  United  States  Act,  2002,  Pub.  L  No  107-1 17, 
§  8159,  115  Stat.  2230,  2284-8.'i  f2002). 

^  The  New  Start  Notjfir.-Ujon,  submitted  to  the  Armed  Services  and  Appropriatiorxs 
Committees  on  .July  II,  2003.  was  required  by  section  l:i;lof  tfte  Rrtb  Stump  National 
l>efense  Authorization  Act  (or  Fiscal  Year  2003.  and  is  being  used  by  the  Air  Fonc  as  tlie 
Inggcr  for  executing  the  lease.  Pub  L  No.  lOr-jU,  §  1.33,  1 16  Stat  24.'W.  2477  (2002) 
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The  Air  Force  eventually  plans  to  replace  all  543  KC-135  aircraft  over  the 
next  30  years  and  considered  lease  and  purchase  alternatives  to  acquire 
the  first  100  aircraft.  The  Air  Force  added  traditional  procurement  funding 
to  the  fiscal  year  2004-2009  Future  Years  Deferuse  Program  in  order  that 
100  tankers  would  be  delivered  between  fiscal  years  2009  and  2016. 
Conversely,  the  report  states  that  under  the  lease  option,  all  100  aircraft 
could  be  delivered  from  fiscal  years  2006  to  201 1.  To  match  that  delivery 
schedule  under  a  purchase  option,  the  Air  Force  stated  that  it  would  have 
to  !\>program  billions  of  dollars  already  conunitted  to  other  uses. 

Office  of  Management  and  Btidget  Circular  A-94  directs  a  comparison  of 
the  present  value  of  lease  versus  purchase  before  executing  a  lease.  In  its 
report,  the  Air  Force  estimated  that  purchasing  would  be  about 
$150  million  less  than  leasing  on  a  net  present  value  basis. 

The  Air  Force  plans  to  award  a  contract  to  a  special  purpose  entity  created 
to  issue  bonds  needed  to  raise  sufficient  capital  to  purchase  the  new 
aircraft  from  Boeing  and  to  lease  them  to  the  Air  Force.'  The  lease  wiU  be 
a  three-party  contract  between  the  government  Boeing,  and  the  special 
purpose  entity.  The  entity  is  to  issue  bonds  on  the  commercial  market 
based  on  the  strength  of  the  lease  and  not  the  creditworthiness  of  Boeing. 

Ofl'ice  of  Management  and  Budget  CirciUar  A-11  requires  that  an 
operating  lease  meet  certain  terms  and  conditions  including  a  prohibition 
on  paying  for  more  than  90  percent  of  the  fair  market  value  of  the  asset 
over  the  life  of  the  lease  at  the  time  that  the  lease  is  initiated.  The  report  to 
Congress  states  that  the  Defense  Department  believes  the  proposed  lease 
meets  those  criteria. 

If  Boeing  sells  comparable  aircraft  during  the  term  of  the  contract  to 
another  customer  for  a  lower  price  than  that  agreed  to  by  the  Air  Force, 
the  government  would  receive  an  "equitable  attjustment."  The  report  also 
states  that  Boeing  has  agreed  to  a  retum-on-sales  cap  of  15  percent  and 
that  an  audit  of  its  internal  cost  structure  will  be  conducted  in  201 1,  with 
anj'  return  on  sales  exceeding  15  percent  reimbursed  to  the  goN-emment 

According  to  the  report,  if  the  government  were  to  terminate  the  lease,  it 
must  do  so  for  all  of  the  deUvered  aircraft  and  may  terminate  any  planned 
aircraft  for  which  construction  has  not  begun,  must  give  12-months 
advance  notification  prior  to  termination,  return  the  aircraft,  and  pay  an 


■*  The  Air  Force  would  pay  the  interest  on  the  bonds  through  its  lease  payments. 


GAO-03-I04ST 


73 


amount  equal  to  1  year's  lease  payment  for  each  aircraft  terminated.  If 
termination  occurs  before  all  aircraft  have  been  delivered,  the  price  for  the 
remaining  aircraft  would  be  increased  to  include  unamortized  costs 
incurred  by  the  contractor  that  would  have  been  amortized  over  the 
terminated  aircraft  and  a  reasonable  profit  on  those  costs. 

The  government  will  pay  for  and  the  contractor  will  obtain  conunercial 
insurance  to  cover  aircraft  loss  and  third  party  liability,  as  part  of  the  lease 
agreement.  Aircraft  loss  iivsurance  is  to  be  in  the  amount  of  $138.4  miUion 
per  aircraft  in  calendar  year  2002  dollars.  Liability  insurance  will  be  in  the 
amount  of  $1  biUion  per  occurrence  per  aircraft-  If  any  claim  is  not 
covered  by  insurance,  the  Air  Force  will  indenuiify'  tlie  special  purpose 
entity  for  any  claims  from  third  parties  arising  out  of  the  use,  operation,  or 
maintenance  of  the  aircraft  under  the  contract. 

At  the  expiration  of  the  lease,  the  Air  Force  will  return  the  aircraft  to  tlie 
special  purpose  entity  after  removing,  at  government  expense,  any  Air 
Force  uiuque  configurations. 

The  contractor  will  warrant  that  each  aircraft  will  be  free  from  defects  in 
materials  and  workmanship,  and  the  warranty  will  be  of  36  months 
durabon  and  will  commence  after  constructjon  of  the  commercial  Boeing 
767  aircraft,  but  before  they  have  been  converted  into  aerial  refueUng 
aircraft.  Upon  delivery  to  the  Air  Force,  each  KC-767A  aircraft  will  carry  a 
6-month  design  warranty,  12-month  material  and  workmansliip  warranty 
on  the  tanker  modification,  and  the  remainder  of  the  original  warranty  on 
the  commercial  components  of  the  aircraft,  estimated  to  be  about  2  years. 


Considerations  in 
Reviewing  the 
Proposed  Lease 


Because  we  have  only  had  the  Air  Force  report  for  a  few  days,  we  do  not 
have  any  defmitive  artalytical  results.  However,  we  do  have  a  number  oi 
questions  and  observations  about  the  report  that  we  bebeve  are  important 
for  the  Congress  to  explore  in  reaching  a  decision  on  the  Air  Force 
proposal. 

1.  What  is  the  full  cost  to  acquire  and  field  the  KC767A  aircraft 
under  the  proposed  lease  (and  assuming  the  exercising  of  an 
option  to  purchase  at  the  conclusion  of  the  lease)? 

While  the  report  includes  the  cost  of  leasing,  the  report  does  not 
include  the  costs  of  buying  the  tankers  at  the  end  of  the  lease.  The 
report  shows  a  present  value  of  the  lease  payments  of  $1 1.4  billion  and 
a  present  value  of  other  costs,  such  as  military  construction  and 
operation  and  support  costs  of  $5.8  billion  This  totals  to  $17  2  billion. 
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If  the  option  to  purchase  were  exercised,  the  present  value  of  those 
payments  would  be  $2.7  billion.  Adding  these  costs  to  the  present 
value  of  the  lease  payments  and  other  costs,  this  would  total  $19.9 
billion  in  present  value  terms. 

The  costs  of  the  leasmg  plan  have  also  been  presented  as  $131  million 
per  plane  for  the  purchase  price,  with  $7.4  million  in  flnancing  costs 
per  plane,  both  amounts  in  calendar  year  2002  dollars.  If  the  option  to 
purchase  were  exercised,  the  price  paid  would  be  $35. 1  million  per 
plane  in  calendar  year  2002  dollars.  Adding  all  of  these  costs  together, 
the  cost  of  leasing  plus  buying  the  planes  at  the  end  of  the  lease  would 
total  $173.5  million  per  plane  in  calendar  2002  dollars  or  $17.4  billion 
for  the  100  aircraft. 

2.  How  strong  is  the  Air  Force's  case  for  the  urgency  of  this 
proposal? 

As  far  back  as  our  1996  report,  we  said  that  the  Air  Force  needed  to 
start  planning  to  replace  the  KC-135  fleet,  but  until  the  past  year  and  a 
half,  the  Air  Force  had  not  placed  high  priority  on  replacement  in  its 
procurement  budget  While  the  KC-135  fleet  is  old  and  is  increasingly 
costly  to  maintain  due  mainly  to  age-related  corrosion,  there  has  been 
no  indication  that  mission  capable  rates  are  falling  or  that  the  aircraft 
cannot  be  operated  safely.  By  having  90  percent  of  its  refueling  fleet  in 
one  aircrsift  type,  the  Air  Force  for  some  years  now  has  been  accepting 
the  risk  of  fleet  wide  problems  that  could  ground  the  entire  fleet  it  is 
really  a  question  of  how  much  risk  and  how  long  the  Air  Force  and  the 
Congress  are  willing  to  accept  that  risk. 

3.  How  will  the  special  purpose  entity  work? 

Under  the  Air  Force  proposal,  the  767  aircraft  would  be  owned  by  a 
special  purpose  entity  and  leased  to  the  Air  Force.  This  is  a  new 
concept  for  the  Air  Force,  and  the  details  of  the  workings  of  this  entity 
have  not  been  presented  in  detail.  It  is  important  for  the  Congress  to 
understand  how  this  concept  will  work  and  how  the  govenunents 
interests  are  protected  under  such  an  arrangement.  For  example,  what 
audit  rights  does  the  government  have?  Will  flnancial  records  be 
available  for  public  scrutiny? 
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4.  What  process  did  the  AF  follow  to  assure  itself  that  it  obtained 
a  reasonable  price? 

Because  this  aircraft  is  being  acquired  under  the  Federal  Acquisition 
Regulations,  the  Air  Force  is  required  to  assure  itself  through  market 
analysis  and  other  means  that  the  price  it  is  paying  is  reasonable  and 
fair  To  assess  this  issue,  we  would  need  to  know  how  much  of  the 
$131  million  purchase  price  is  comprised  of  the  basic  767  commercial 
aircraft  and  how  much  represents  the  cost  of  modifications  to  convert 
it  to  a  tanker.  There  is  an  ample  market  for  commercial  767s,  and  the 
Air  Force  should  have  some  basis  for  comparison  to  assess  the 
reasonableness  of  that  part  of  the  price.  The  cost  of  the  modifications 
is  more  difficult  to  assess,  and  the  Air  Force  has  not  pro\'ided  us  the 
data  to  analyze  this  cost  It  would  be  useful  for  the  Congress  to 
understand  the  process  the  Air  Force  followed. 

5.  Does  the  proposed  lease  comply  with  the  OMB  criteria  for  an 
operating  lease? 

Office  of  Management  and  Budget  Circular  All  pro\ides  criteria 
that  must  be  met  for  an  operating  lease.  The  Air  Force  report  says  that 
the  proposal  complies  with  the  criteria,  but  the  report  points  out  that 
one  of  the  criteria  is  troublesome  for  this  lease  This  criterion,  in 
particular,  provides  that  m  order  for  an  agreement  to  be  considered  an 
operating  lease,  the  present  vjJue  of  the  minimum  lease  payments  over 
the  life  of  the  lease  cannot  exceed  90  percent  of  the  fair  market  value 
of  the  asset  at  the  inception  of  the  lease.  Depending  on  the  fair  market 
value  used,  the  net  present  value  of  the  lease  payments  in  this  case 
inay  exceed  90  percent  of  initial  value  Specifically,  if  the  fair  market 
value  is  considered  to  include  the  cost  of  construction  financing,  then 
the  lease  payments  would  represent  89  9  percent  If  the  fair  market 
value  were  taken  as  $131  million  per  aircraft,  which  is  the  price  the 
special  purpose  entity  will  pay  to  Boeing,  then  the  lease  payments 
would  represent  93  percent  We  do  not  have  a  position  at  this  time  on 
which  is  the  more  vahd  approac-h,  but  we  believe  the  Air  Force  was 
forthright  in  presenting  both  figures  in  its  report.  Congress  will  need  to 
consider  whether  this  is  an  important  issue  and  which  figure  is  most 
appropriate  for  this  operating  lease. 
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Did  the  Air  Force  comply  with  0MB  guidelines  for  lease  versus 
purchase  analysis  in  its  report? 

A-94  specifies  how  lease  versus  purchase  analysis  should  be 
conducted.  Our  preliminary  emalysis  indicates  Uiat  the  Air  Force 
followed  the  prescribed  procedures,  but  we  have  not  yet  had  time  to 
validate  the  Air  Force's  analysis  or  the  reasonableness  of  the 
assumptions.  The  Air  Force  reported  that  under  all  assumptions  and 
scenarios  considered,  leasing  is  more  expensive  than  purchasmg,  but 
by  only  about  $150  million  under  its  chosen  assumptions.  In  a  footnote, 
however,  the  report  points  out  that  if  the  comparison  were  to  a 
multiyear  procurement,  the  difference  in  net  present  value  would  be 
$1.9  biUion  favoring  purchase. 

6.    Why  does  the  proposal  provide  for  as  much  as  a  15  percent 
profit  on  the  aircraft? 

The  Air  Force  report  indicates  that  Boeing  could  make  up  to  15 
percent  profit  on  the  767  aircraft.  However,  since  this  jurcraft  is 
basically  a  commercial  767  with  modifications  to  make  it  a  nuhtary 
tanker,  a  question  arises  about  why  the  15  percent  profit  should  apply 
to  the  full  cost  One  financial  analysis  published  recently  said  that 
Boeing's  profit  on  commercial  767s  is  in  the  range  of  6  percent.  Did  the 
Air  Force  consider  having  a  lower  profit  margin  on  that  portion  of  the 
cost,  with  the  15  percent  profit  applying  to  the  military-specific 
portion?  This  could  lower  the  cost  by  several  million  dollars  per 
aircraft. 


Other  Issues  Related 
to  the  Lease  Proposal 


In  addition  to  the  questiotis  and  observations  presented  above  on  the  Air 
Force  report  to  the  Congress,  we  believe  there  are  a  number  of  additional 
considerations  that  Congress  may  want  to  explore,  including  the 
following: 


What  is  the  status  of  the  lease  negotiations?  The  Air  Force  has 
informed  us  that  the  lease  is  still  in  draft  and  under  negotiation  We 
believe  it  is  important  for  the  Congress  to  have  all  details  of  the  lease 
fmalized  and  available  to  assure  that  there  are  no  provisiota  that  might  be 
disadvantageous  to  the  government.  Just  last  Friday,  the  Air  Force  let  us 
read  the  draft  lease  in  the  Pentagon  but  has  not  provided  us  with  a  copy  of 
it,  so  we  have  not  had  time  to  re\iew  it  in  detail. 

What  other  costs  are  associated  with  this  lease  agreement?  In 

ad(htion  to  tjie  lease  payments,  the  Air  Force  has  proposed  about  $600 
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million  in  military  construction,  and  it  has  negotiated  with  Boeing  for 
training  costs  and  maintenance  costs  related  to  the  lease  agreement  that 
could  total  about  $6.8  billion  over  the  course  of  the  lease.  In  addition,  AF 
documents  indicate  that  there  are  other  costs  for  things  like  insurance 
premiums  (estimated  to  be  about  $266  million)  and  government 
contracting  costs. 

Given  the  cost  of  the  maintenance  agreement,  how  has  the  Air 
Force  assured  itself  that  it  received  a  good  price?  TTie  Air  Force 
estimates  that  the  maintenance  agreement  with  Boeing  wU)  cost  between 
$5  billion  and  $5.7  billion  during  the  lease  period  It  has  negotiated  an 
agreement  with  Boeing  as  part  of  the  lease  negotiations,  covering  all 
maintenance  except  flight-line  maintenance  to  be  done  by  Air  Force 
mechanics.  This  represents  an  average  of  about  $50  milbon  per  aircraft, 
with  each  aircraft  being  leased  for  6  years,  or  over  $8  million  per  year.  We 
do  not  know  how  the  Air  Force  detemiined  that  this  was  a  reasonable 
price  or  whether  competition  might  have  yielded  a  better  value.  A  number 
of  commercial  airlines  and  maintenance  contractors  already  maintain  the 
basic  767  coinmercial  aircraft. 

What  happens  when  the  lease  expires?  At  the  end  of  each  6-year  lease, 
the  airciaft  are  supposed  to  be  returned  to  the  owner,  the  special  purpose 
entity,  or  be  purchased  by  the  Air  Force  for  their  residual  value,  estimated 
at  about  $44  million  each  in  then-year  dollars  If  the  aircraft  were  returned, 
the  Air  Force  tanker  fleet  would  be  reduced,  and  the  Air  Force  would  have 
to  find  some  way  to  replace  the  lost  capability  even  though  lease  payments 
would  have  paid  almost  the  full  cost  of  the  aircraft  In  addition,  the  Air 
Force  would  have  to  pay  an  additional  estimated  $778  million  if  the  entire 
100  aircraft  were  returned;  this  provision  is  intended  to  cover  the  cost  of 
removing  military-specific  items.  For  these  reasons,  returrung  the  aircraft 
would  probably  make  little  sense,  and  the  Congress  would  almost 
certaiiUy  be  asked  to  fund  the  purchase  of  the  aircraft  at  their  residua] 
value  when  the  leases  expire. 

How  is  termination  liability  being  handled?  If  the  lease  is  terminated 
prematurely,  the  Air  Force  must  pay  Boeing  1  year's  lease  payment. 
Ordinanly,  under  budget  scoring  rules,  the  cost  of  the  termination  liability 
would  have  to  be  obligated  when  the  lease  is  signed.  Because  this  could 
amount  to  $1  billion  to  $2  billion  for  which  the  Air  Force  would  have  to 
have  budget  autliority,  this  requirement  was  essentially  waived  by  Section 
8117  of  the  Fiscal  Year  2003  Department  of  Defense  Appropriation  Act. 
This  means  that  if  the  lease  were  terminated,  the  Air  Force  would  have  to 
fuid  the  money  in  its  budget  to  pay  the  termination  amount  or  come  to 
Congress  for  the  appropriation. 
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If  the  purpose  of  the  lease  Is  to  "kick-start"  replacement  of  the 
KC-135  fleet — as  the  Air  Force  has  stated — why  are  100  aircraft 
necessary,  as  stipulated  under  this  lease  arrangement?  The  main 
advantage  of  the  lease,  as  pointed  out  by  the  Air  Force,  is  that  it  would 
provide  aircraft  earlier  than  purchasing  the  aircraft  and  without  disrupting 
other  budget  priorities.  It  is  not  clear,  however,  why  100  aircraft  is  the 
right  number  to  do  this.  Section  8159  authorized  up  to  100  aircraft  to  be 
leased  for  up  to  10  years.  The  Air  Force  has  negotiated  a  shorter  lease 
period,  but  stayed  with  the  full  100  aircraft  to  be  acquired  from  fiscal  years 
2006  to  2011.  The  "kick-start"  occurs  in  the  early  years,  and  by  fiscal  year 
2008  the  Air  Force  would  have  40  new  aircraft  delivered.  We  do  not  know 
to  what  extent  the  Air  Force  (1)  considered  using  the  lease  for  some 
smaller  number  of  aircraft  and  then  (2)  planned  to  use  the  interverung 
tune  to  acijust  its  procurement  budget  to  begin  purchasing  rather  than 
leasing.  Such  an  approach  would  provide  a  few  years  to  conduct  the 
Tanker  Requirements  Study  and  the  analysis  of  alternatives  that  the  Air 
Force  has  said  it  will  begin  soon. 

In  the  coming  weeks,  we  will  continue  to  look  into  these  questioi\s  m 
anticipation  of  future  hearings  by  the  Senate  Armed  Services  Committee 
and  the  Senate  Commerce  Conunittee. 


Mr  Chairman,  this  concludes  my  prepared  statement.  I  would  be  happy  to 
answer  any  questions  that  you  or  Members  of  the  Committee  may  have. 
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GAO's  Mission 


The  General  Accounting  Office,  the  audit,  evaluation  and  investigative  ann  of 
Congress,  exists  to  support  Congress  in  meeting  its  constitutional  responsibilities 
and  to  help  improve  the  performance  and  accountability  of  the  federal 
govemment  for  the  American  people  GAO  examines  the  use  of  public  funds; 
evaluates  federal  programs  and  policies;  and  provides  analyses, 
recommendations,  and  other  assistance  to  help  Congress  make  informed 
oversight,  pobcy,  and  fundmg  decisions.  GAO's  commitment  to  good  govenunent 
Ls  reflected  in  its  core  values  of  accountability,  integrity,  and  reliability. 
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The  fastest  and  easiest  way  to  obtain  copies  of  GAO  documents  at  no  cost  is 
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text  files  of  current  reports  and  testimony  and  an  expanding  archive  of  older 
products  The  Web  site  features  a  search  engine  to  help  you  locale  documents 
using  key  words  and  phrases  You  can  print  these  documents  in  their  entirety, 
including  cliarts  and  other  graphics 

Each  day,  GAO  issues  a  list  of  newly  released  reports,  testimony,  and 
correspondence.  GAO  posts  this  list,  known  as  "Today's  Reports,"  on  its  Web  site 
daily  The  bsl  contains  links  to  the  fuUtext  document  files.  To  have  GAO  e-mail 
this  list  to  you  every  afternoon,  go  to  www.gao.gov  and  select  'Subscribe  to  e-mail 
alerts"  under  the  "Order  GAO  Products"  heading. 
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John  L.  Plucger 

President  and  Chief  Operating  Officer 

International  Lease  Finance  Corporation  (ILFC) 

John  Pliieger  was  named  President  and  Chief  Operating  Officer  and  was  elected  to  the 
Board  of  Directors  of  ILFC  in  January  2002.    Having  joined  ILFC  as  Controller  in 
1986,  John  held  various  positions  including  Vice  President,  Managing  Director  -  Asia. 
Executive  Vice  President  and  Co-Chief  Operating  Officer.    ILFC  is  one  of  the 
world's  largest  owner/lessors  of  commercial  airliners  with  a  fleet  of  approximately 
600  aircraft  on  lease  to  more  than  160  airlines  worldwide  as  of  July  2003. 

Prior  to  joining  ILFC,  John  was  a  CPA  with  Price  Waterhouse,  where  he  developed 
his  expertise  in  leasing.  Prior  thereto,  John  was  Vice  President  and  General  Manager 
of  a  corporate  aviation  charter  and  fixed  base  operator  based  in  Van  Nuys,  CA. 

John  holds  an  Airline  Transport  Pilot  license  with  single-engine,  multi-engine,  and  jet 
type  ratings.  He  is  also  a  certified  flight  instructor  with  single-engine,  multi-engine, 
and  instalment  instructor  ratings,  and  a  ground  instructor  holding  basic,  instrument, 
and  advanced  ratings.  John  has  served  as  an  Accident  Prevention  Counselor  for  the 
U.S.  Federal  Aviation  Administration  (FAA). 

John  serves  on  the  Boards  of  several  charitable  foundations  and  was  a  founding  Board 
member  of  Angel  Flight,  a  non-profit  organization  providing  free  of  charge  private  air 
transportation  nationwide  to  needy  individuals  requiring  cancer  and  other  serious 
medical  treatments. 

John  graduated  from  UCLA  in  1977  with  a  Bachelor  of  Arts  degree.  Thereafter,  he 
attended  California  State  University  Northridge,  for  further  study  in  accounting  and 
business.  John  lives  in  Los  Angeles,  California,  with  his  wife  of  23  years  and  their 
two  sons  ages  14  and  1  1. 
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Chairman  Hunter,  esteemed  Committee  members,  my  name  is  John  Plueger, 
and  I  am  the  President  and  Chief  Operating  Officer  of  International  Lease  Finance 
Corporation  (known  as  "ILFC"),  a  commercial  airUner  operating  lease  company 
based  in  Los  Angeles,  California.  ILFC  is  wholly-owned  by  American 
International  Group  (known  as  "AIG"),  a  worldwide  msurance  and  financial 
ser\'ices  company  traded  on  the  New  York  Stock  Exchange  and  based  in  New 
York.  With  me  today  1  have  also  brought  Mrs.  Julie  Sackman,  ILFC's  Executive 
Vice  President  and  Chief  Legal  Counsel. 

Chaimian  Hunter  invited  me  to  testify  before  you  today  on  the  subject  of 
commercial  airline  operating  leases  in  order  to  assist  you  in  considering  the  United 
States  Air  Force's  proposal  to  lease  100  Boeing  767  air  refueling  aircraft, 
designated  as  the  KC-767A.  In  essence,  I  was  asked  to  provide  a  short  course  on 
commercial  airline  operating  leases  and  industry  practices. 

Before  I  begin,  1  would  like  you  to  clearly  understand  that  I  am  not  qualified 
to  comment  on  government  or  military  procurement  practices  or  programs,  as  I 
have  no  experience  in  this  area  and  have  never  been  involved  in  any  military 

procurement,  nor  has  my  company.  I  am  also  not  qualified  to  comment  on  the 

V 

-1- 


85 
technical  aspects  or  financial  costs  of  converting  or  building  a  Boeing  767-200ER 
(on  which  the  tanker  platform  is  based)  into  a  military  air  refueling  aircraft.  My 
knowledge  of  the  KC-767A  leasing  program  is  limited  to  what  I've  read  in  the 
"Report  to  the  Congressional  Defense  Committees  on  KC-767A  Air  Refueling 
Aircraft  Multi-Year  Lease  Pilot  Program"  attached  to  the  Secretary  of  the  Air 
Force's  letter  to  Chairman  Hunter  dated  July  10,  2003,  which  was  provided  to  me 
by  Chairman  Hunter's  office.  But  I  do  know  something  about  commercial  airline 
operating  leases,  which  I  have  been  doing  for  the  past  1 7  years  at  ILFC. 

ILFC  was  founded  in  1973  and  many  people  in  our  industry  credit  ILFC  as 
the  pioneer  of  the  operating  lease  for  commercial  jet  airliners  when  we  leased  our 
first  aircraft,  a  DC-8,  to  Aeromexico  in  that  same  year.  Today,  ILFC  has  a  fleet  of 
more  than  600  jet  aircraft  on  lease  to  approximately  160  airlines  worldwide.  Our 
leasing  fleet  includes  almost  all  models  of  jet  aircraft  offered  for  sale  by  Boeing 
and  Airbus.  Our  lease  fleet  specifically  includes  sixty  (60)  B767  aircraft,  so  that 
aircraft  type  accounts  for  almost  ten  percent  (10%)  of  our  total  fleet. 

As  measured  by  firm  order  backlog  (meaning  aircraft  that  have  been  ordered 
but  not  yet  delivered),  ILFC  is  the  largest  single  customer  of  both  Boeing  and 
Airbus.  Specifically  with  respect  to  Boeing,  ILFC  today  has  148  aircraft  on  firm 
order  for  deliveries  scheduled  through  2009.  Many  people  find  it  hard  to  believe 

-2- 


86 

that  a  leasing  company,  as  opposed  to  an  airline,  is  actually  the  largest  commercial 
customer  for  Boeing  and  for  Airbus,  but  it  reflects  the  dramatic  growth  and 
importance  of  the  operating  lease  as  a  financing,  aircraft  procurement,  and 
flexibility  tool  for  many,  if  not  most,  airlines  today.  '■' 

I  would  like  to  begin  this  "Operating  Lease  101"  discussion,  as  Chairman 
Hunter  called  it  when  I  spoke  with  him  by  telephone,  with  a  review  of  the  general 
stnicture,  pricing,  and  financial  parameters  of  commercial  airline  operating  leases. 
Let  me  stress  that  these  are  generalizations  -  each  operating  lease  deal  is  heavily 
negotiated  and  customized.  Furthermore,  in  the  highly  competitive  operating  lease 
industry  that  exists  for  commercial  airliners  today,  there  are  many  variations  and 
differences  offered  by  a  variety  of  excellent  companies.  I  specifically  do  not  and 
cannot  speak  for  any  of  my  competitors  and,  in  this  context,  i  do  not  see  myself 
here  today  as  a  self-appointed  industry  spokesperson,  but  rather  as  simply  one  of 
its  members  who  was  invited  to  speak  before  you. 

In  an  operating  lease,  the  leasing  company,  referred  to  as  the  Lessor,  ' 

purchases  and  retains  ownership  of  the  aircraft  throughout  the  lease  period.  The 
Lessee  has  complete  use  of  the  aircraft,  maintains  and  insures  the  aircraft  at  the 
Lessee's  expense,  and  makes  lease  payments  (also  called  rental  payments)  to  the 
Lessor  for  the  use  of  the  aircraft  over  a  fixed  period  of  time  called  the  lease  term. 
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In  this  context  it  is  quite  similar  to  leasing  a  car.  And  just  as  with  a  car  lease,  at  the 
end  of  the  lease,  the  aircraft  must  meet  certain  minimum  return  conditions  or  else 
extra  lease  charges  or  penalties  are  incurred. 

Because  the  Lessee  simply  rents  the  aircraft,  and  ownership  stays  with  the 
Lessor,  the  Lessee  does  not  show  the  aircraft  as  an  asset  on  its  balance  sheet,  nor 
does  it  record  a  liability  on  its  balance  sheet  for  the  lease  payments.  Instead,  the 
Lessee  simply  records  the  rental  expense  for  the  lease  payments  in  its  Income  or 
Profit  and  Loss  Statement  as  each  payment  is  made,  along  with  a  footnote 
disclosure  in  the  financial  statement  notes  as  to  the  future  payment  obligations 
under  the  lease.  Therefore  the  operating  lease  becomes  a  method  of  so-called 
"off-balance  sheet"  financing  for  commercial  aircraft.  Because  the  airline  does  not 
borrow  money  to  purchase  the  aircraft,  there  is  no  debt  associated  with  the  aircraft 
and  therefore  the  airline  does  not  "leverage"  or  add  debt  to  its  balance  sheet,  thus 
providing  a  benefit  to  today's  over-leveraged  airlines  that  face  mountains  of  debt. 

In  order  to  obtain  an  aircraft  under  operating  lease,  an  airline  negotiates  a 
lease  agreement  that  usually  (but  not  always)  includes  some  form  of  security 
deposit  (generally  cash  but  sometimes  a  letter  of  credit  of  bank  guarantee)  .  The 
security  deposit  paid  is  a  heavily  negotiated  aspect  of  the  lease  transaction. 
Security  deposits  can  range  in  amount  anywhere  from  one  to  three  months'  worth 
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of  lease  rental  payments.  The  security  deposit  provides  added  financial  security  to 
the  Lessor  for  the  Lessee's  performance  of  the  lease  obligations.  At  the  end  of  the 
lease,  if  all  lease  obligations  have  been  satisfied  (including  the  aircraft  being  in  the 
proper  condition  at  return),  the  security  deposit  is  normally  returned  to  the  Lessee. 
Whatever  the  amount  of  the  security  deposit,  however,  it  is  a  small  fraction 
of  the  amount  that  an  airline  would  otherwise  have  to  pay  in  progress  payments  to 
the  airframe  manufacturer  if  the  airline  were  purchasing  the  aircraft  new.  Such 
progress  payments  can  amount  to  as  much  as  30%  or  more  of  the  total  cost  of  the 
aircraft  during  the  period  of  time  that  the  aircraft  is  being  built.  To  use  an 
example,  if  an  airiine  were  purchasing  a  new  SlOO  Million  aircraft,  the  airline 
might  have  to  pay  as  much  as  S30  Million  in  progress  payments  to  the  aircraft 
manufacturer  while  the  aircraft  is  being  built.  In  contrast,  the  same  aircraft 
obtained  from  a  leasing  company  might  only  require  a  security  deposit  payment  of 
as  low  as  S I  -3  Million.  When  the  aircraft  is  completed,  an  airline  buying  a  new 
aircraft  has  to  pay  the  balance  due  of  the  purchase  price  (the  amount  still  owing 
after  progress  payments  are  made),  whereas  nothing  more  is  due  under  the 
operating  lease  except  for  the  rental  payments  which  are  usually  made  monthly  or 
quarterly. 
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This  points  out  an  obviously  attractive  aspect  of  operating  leasing  —  you 
need  only  a  small  fraction  of  the  cash  or  financing  to  obtain  an  aircraft  under  an 
operating  lease  versus  purchasing  the  aircraft.  It  is  for  this  same  reason  that  many 
of  us  lease  cars  instead  of  buying  them.  Leasing  requires  less  cash  and  the  monthly 
payments  are  lower. 

This  brings  us  to  aircraft  and  lease  pricing.  In  the  case  of  ILFC  and  several 
other  major  leasing  companies,  aircraft  purchase  agreements  are  negotiated  directly 
with  the  aircraft  manufacturer  for  a  specific  quantity  of  aircraft  and  model  types  to 
be  delivered  over  a  future  period  of  time.  Most  of  these  aircraft  orders  are 
speculative,  meaning  that  not  all  of  the  aircraft  being  ordered  have  necessarily  been 
placed  on  lease  to  an  airline.  However,  since  cost  is  the  number  one  issue  of 
airlines  today,  speculative  aircraft  orders  are  necessary  in  order  to  generate  the 
pricing  levels  that  only  large  aircraft  orders  provide. 

Aircraft  prices  are,  of  course,  a  matter  of  extreme  sensitivity  to  everyone  in 
the  industry  today,  and  therefore  pricing  is  closely  guarded  because  it  is  a  main 
factor  that  dctennines  competitive  advantage  or  disadvantage  for  airlines  and  for 
leasing  companies.  In  ever>-  major  competitive  aircraft  campaign  at  an  airline  or 
aircraft  leasing  company,  there  are  wild  stories  about  concession  levels  and 
discounts,  most  of  which  are  pure  speculation  or  competitive  bragging.  In  truth, 
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ladies  and  gentlemen,  most  of  the  time  you  only  know  for  sure  what  YOU  paid  for 
an  aircraft,  not  what  anyone  else  pays  for  an  aircraft.  Only  one  thing  is  for  certain 
-  that  discounts  and  concessions  are,  in  fact,  given.  And  an  order  for  100  or  more 
aircraft  by  the  most  creditworthy  buyer  would  certainly  command  the  highest 
concession  levels  offered  by  any  aircraft  manufacturer  for  commercial  /  civilian 
airliners. 

Aircraft  prices  are  quoted  on  an  escalation  basis  from  a  specific  month  and 
year  base  to  the  actual  date  of  delivery.  Each  airframe  and  engine  manufacturer 
has  its  own  escalation  formula  that  takes  into  account  govemmentally  determined 
labor  and  material  cost  indexes.  For  example,  based  on  information  provided  to 
me  from  Boeing,  the  list  or  catalog  price  for  a  B767-200ER,  the  platform  base 
aircraft  for  the  KC-767A  program,  delivering  in  October  2003  (after  escalation 
from  the  base  of  year  of  January  2002)  would  be  approximately  $104  Million. 
Depending  upon  the  specific  airframe  manufacturer,  discounting  or  concession 
levels  anywhere  from  1 5  to  30  percent  or  more  from  the  published  catalog  price 
would  not  surprise  me  in  the  civilian/  commercial  world  for  an  order  of  100 
aircraft. 

In  the  commercial  world,  an  order  of  100  widebody  aircraft  (also  called 
twin-aisle  aircraft)  such  as  the  B767,  regardless  of  whether  the  order  is  by  an 
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airline  or  by  a  leasing  company,  would  normally  command  a  heavily  fought 
commercial  campaign  between  Boeing  and  Airbus.  Such  a  large  order,  particularly 
in  these  extremely  difficult  times  for  the  airlines  and  airframe  manufacturers, 
would  be  highly  coveted.  The  competition,  however,  is  not  limited  just  to  Boeing 
and  Airbus.  There  is  an  equally  brutal  campaign  fought  by  the  engine 
manufacturers  for  the  order.  The  B767,  for  example,  can  be  powered  by  engines 
manufactured  by  Pratt  &  Whitney,  General  Electric,  or  Rolls  Royce.  The 
percentage  of  discounting  of  engine  prices  can  far  exceed  that  of  the  airframe. 
Avionics  (which  is  a  tenn  generally  used  to  include  aircraft  communication  and 
navigation  radios,  autopilot,  radar,  global  positioning  systems,  ground  proximity 
warning  systems,  and  other  cockpit  electronics)  represents  another  area  of 
competitive  bidding  and  negotiation,  as  are  other  components  such  as  wheels,  tires, 
brakes,  and  the  auxiliary  power  unit  (APU). 

Normally,  in  a  commercial  aircraft  operating  lease  structure  where  the 
Lessor  purchases  the  aircraft  directly  from  the  manufacturer,  the  Lessee  does  not 
know  the  actual  price  paid  by  the  Lessor  for  the  aircraft.  The  commercial  airline 
operating  lease  industry  is  highly  competitive  and,  as  most  of  the  Committee 
members  are  probably  aware,  there  is  an  over  supply  of  commercial  airliners  today 
as  the  airline  industry  worldwide,  and  in  particular  the  United  States,  suffers  the 
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most  severe  financial  losses  in  its  history.  In  this  environment,  lease  rates  (the 
actual  lease  price  or  payments  made  by  the  Lessee  to  the  Lessor)  are  largely  market 
driven.  The  lease  rate  is  obviously  the  most  heavily  negotiated  factor  in  virtually 
all  operating  lease  deals.  However,  there  are  factors  that  influence  lease  rates 
generally.  These  factors  include: 

1 .  The  duration  or  length  of  the  lease  term.  Generally,  the  longer  the 
lease  term,  the  lower  the  lease  rate.  So  a  six  year  lease  (as  is 
contemplated  for  the  KC-767A  aircraft)  would  generally  have  a  lower 
lease  rate  than  a  four  year  lease,  but  would  have  a  higher  lease  rate 
than  a  ten  year  lease.  ILFC's  average  lease  term  for  a  new  widebody 
or  twin-aisle  aircraft  is  seven  years;  however,  we  have  a  wide  range  of 
lease  terms  on  used  widebody  aircraft  (from  one  year  to  eleven  years) 
as  a  function  of  today's  stressed  marketplace. 

2.  The  creditworthiness  or  perceived  financial  risk  of  the  airline. 

3.  The  customization  costs  of  the  aircraft  for  the  airline.  Generally 
speaking,  specification  and  configuration  costs  that  are  attributable  to 
a  specific  airline  are  priced  into  the  lease  rate  by  amortizing  the  costs 
of  such  customization  over  the  lease  term.  Therefore,  a  longer  lease 
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term  helps  lower  the  lease  rate  (lease  price)  because  there  is  a  longer 
period  of  time  over  which  the  customization  costs  can  be  spread. 

4.  Other  cash  inflows  to  the  Lessor  provided  by  the  terms  of  the  lease, 
such  as  security  deposits  and  maintenance  reserves  (which  1  will 
discuss  shortly)  and  whether  the  Lessor  retains  the  interest  earned  on 
these  amounts. 

5.  Other  cash  outflows  made  by  the  Lessor,  such  as  engine  or  spare  parts 
financing  or  the  purchase  of  used  aircraft  from  the  airline  in  order  to 
make  room  for  the  new  aircraft. 

6.  The  strategic  importance  of  the  customer  to  the  leasing  company  and 
the  ftjtnre  business  potential  of  the  customer. 

In  the  marketplace  today  there  is  a  wide  variation  of  lease  rates  as  a  function 
of  the  supply  and  demand  of  each  particular  aircraft  model  and  the  factors  such  as 
lease  temi  that  1  just  mentioned.  In  today's  world,  however,  lease  rates  on  new 
widebody  or  twin-aisle  aircraft  currently  range  from  about  .5%  to  about  .8%  (five 
tenths  to  eight  tenths  of  a  percentage  point)  per  month  multiplied  by  the  cost  of  the 
aircraft.  Therefore,  a  $100  Million  aircraft  might  lease  for  about  $500,000  to 
$800,000  per  month  depending  on  the  model  aircraft  and  a  variety  of  factors  and 
market  pressures  as  previously  mentioned. 
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Lease  rates  themselves  can  be  structured  in  different  ways,  depending  on  the 
transaction.  For  example,  lease  rates  can  be  quoted  on  a  fixed  basis  (that  is,  each 
payment  is  the  same  amount  through  the  entire  lease  term).  Alternatively,  lease 
rates  can  be  quoted  on  a  variable  rate  based  on  financial  interest  rates  such  as 
LIBOR  or  Prime.  Under  a  variable  rate,  the  lease  payments  fluctuate  based  on  the 
interest  rate  index  being  used.  There  are  a  variety  of  other  lease  rate  stnictures 
such  as  "stair-step"  lease  rates  that  start  out  low  and  then  step  up  gradually  over 
time.  Multi-currency  lease  payments  can  be  structured.  Seasonally  adjusted  lease 
rates  can  be  structured  to  match  the  cash  fiow  of  the  airline.  This  is  only  a  sample 
of  the  structuring  flexibility  inherent  in  the  operating  lease. 

Additional  flexibility  in  operating  leases  may  include  lease  extension 
options,  early  termination  options,  options  to  rollover  into  other  aircraft  types,  and 
purchase  options.  ... 

There  are  many  other  considerations  and  issues  regarding  the  operating  lease 
for  commercial  airliners.  I  alluded  to  some  of  those  considerations  earlier  - 
specifically  aircraft  maintenance,  insurance,  and  return  conditions,  which  are  all 
the  responsibility  of  the  Lessee  under  traditional  operating  leases.      •  -■ 

After  the  lease  rate  itself,  the  maintenance  and  the  return  condition  sections 
of  an  operating  lease  are  the  most  heavily  negotiated,  simply  because  there  are 
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millions  of  dollars  at  stake  for  each  aircraft.  The  aircraft  must  normally  be 
mamtained  pursuant  to  a  maintenance  program  that  is  approved  by  the  aircraft 
manufacturer  and  the  aviation  authority  under  which  the  airline  operates  such  as 
the  Federal  Aviation  Administration  in  the  United  States.  Many  operating  leases 
contain  maintenance  reserve  charges  for  major  airframe  and  engine  overhauls,  the 
use  of  life-limited  parts  on  engines,  the  landing  gear  and  the  auxiliary  power  unit. 
Under  these  provisions,  the  airline  pays  either  to  the  Lessor  or  to  a  third  party 
maintenance  provider  (with  respect  to  engines,  the  third  party  maintenance 
provider  is  often  the  engine  manufacturer)  a  fixed  charge  for  each  hour  or  for  each 
cycle  (one  cycle  equals  one  takeoff  and  landing)  that  the  aircraft  flies.  A  fund  or 
savings  account  is  built  up  that  is  then  used  for  major  overhauls  and  maintenance, 
which  can  amount  to  millions  of  dollars  on  both  the  airframe  and  engines.  The 
airline  draws  on  that  fund  when  such  major  maintenance  expenditures  are  incurred. 
Such  maintenance  reserves  provide  the  Lessor  with  additional  security  that  the 
airline  will  have  the  funds  available  when  needed  for  major  maintenance  work. 
Any  money  left  in  these  maintenance  funds  usually  stays  with  the  Lessor  at  the  end 
of  the  lease. 

The  return  conditions  that  the  aircraft  must  meet  at  lease  expiry  are  of 
pivotal  importance  and  it  is  often  said  that  profitability  in  operating  leases  can  be 
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made  or  lost  in  the  return  conditions  of  the  lease.  Generally  speaking,  in  addition 
to  meeting  all  airworthiness  requirements  of  the  aviation  authority  under  which  the 
airline  operates,  the  aircraft  must  usually  conform  to  one  of  two  broadly  accepted 
standards  --  the  United  States  FAA,  or  alternatively  the  European  Joint  r; 

Airworthiness  Requirements.  There  is  usually  a  requirement  that  the  aircraft, 
engines  and  components  be  in  a  "half  life"  condition  at  return,  meaning  that  the 
aircraft,  engine  and  critical  parts  are  half-way  between  major  overhauls. 
Analogizing  again  to  the  car  situation,  if  a  car  goes  into  the  shop  every  10,000 
miles  for  major  work,  the  car  would  be  returned  with  at  least  5,000  miles  to  go 
until  It  has  to  go  into  the  shop.  The  engines  must  meet  certain  perfonnance 
standards.  The  airframe  must  be  delivered  fresh  from  its  15  month  inspection 
(usually  called  a  "C-check").  All  Airworthiness  Directive  must  be  complied  with. 
An  Airworthiness  Directive  (called  "A.D.")  is  a  specific  repair  or  modification  that 
is  required  to  be  performed  on  the  aircraft  in  order  for  it  to  be  deemed  airworthy 
and  legal  to  fly.  There  are  many  other  technical  matters  dealing  with  return 
conditions,  but  suffice  it  to  say  that  it  is  an  area  where  both  Lessee  and  Lessor  have 
major  financial  exposure. 

Closely  related  to  aircraft  return  conditions  are  issues  regarding  the  unique 
specification  requirements  of  the  airline.  Some  airlines,  for  example,  have  a 
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unique  audio/video  passenger  entertainment  system  or  propnetary  intenor  layout 
which  must  be  removed  at  aircraft  return.  Removing  such  items  at  the  end  of  the 
lease  can  also  lead  to  large  financial  costs  which  are  normally  the  responsibility  of 
the  Lessee.  This  may  or  may  not  be  a  significant  issue  in  the  KC-767A  program. 

Aircraft  insurance  coverage  has  been  another  area  of  increasing 
consideration  and  review  in  the  operating  lease  strucmre.  Under  the  terms  of  an 
operating  lease,  leases,  the  Lessee  (airline)  is  responsible  for  all  insurance  coverage 
as  dictated  by  the  terms  of  the  lease.  Terrorist  events,  declining  aircraft  values,  and 
increasing  liability  exposure  have  elevated  insurance  costs  and  therefore  the 
insurance  provisions  of  operating  leases  have  been  opened  to  new  levels  of 
scrutiny,  cost  analysis,  and  negotiation.  ILFC,  for  example,  generally  requires 
minimum  liability  coverage  of  at  least  SI  Billion  in  its  aircraft  leases  as  well  as 
aircraft  hull  values  that  decline  over  time  as  the  aircraft  depreciates.  Other 
insurance  issues  addressed  in  the  operating  lease  usually  include  war  risk, 
confiscation,  deductible  levels,  and  more.  Particularly  since  September  1 1,  the 
Lessor  may  accept  government  guarantees  m  lieu  of  commercially-purchased  third 
party  and  war  risk  liability  insurance. 

When  an  operating  lease  terminates  normally  (lc,  the  lease  contract  has  run 
and  all  contractual  obligations,  including  return  conditions,  have  been  satisfied)  the 

-14- 


98 
aircraft  is  returned  to  the  Lessor  and  the  security  deposit  is  refunded  to  the  Lessee. 
The  Lessor  may  have  hned  up  another  follow-on  lease  customer  for  the  aircraft,  or 
the  Lessor  may  sell  the  aircraft.  There  is  normally  no  further  requirement  or 
financial  obligation  on  the  part  of  the  Lessee  to  the  Lessor  once  the  aircraft  has 
returned.  For  example,  the  Lessee  does  not  normally  guarantee  or  pay  a  fee 
towards  the  residual  value  of  the  aircraft.  The  Lessee  has  no  exposure  to  the 
aircraft  residual  value.  This  illustrates  another  benefit  of  leasing  versus  owning. 
During  periods  of  economic  stress  such  as  we  see  today  in  the  airline  industry  and 
the  commercial  aircraft  marketplace,  the  Lessor  takes  all  the  residual  value  risk. 
The  Lessee  simply  walks  away.  In  this  way  also,  the  airline  is  not  burdened  with  a 
particular  aircraft  type  or  size  when  a  different  one  may  then  better  fit  the  airline's 
operational  needs. 

The  Committee  should  be  aware  that,  in  order  for  a  lease  to  be  considered  an 
operating  lease,  as  opposed  to  a  financial  lease  (which  is  reflected  on  the  balance 
sheet  of  both  the  Lessee  and  Lessor),  the  Financial  Accounting  Standards  Board 
has  set  forth  four  general  requirements  in  its  Statement  13,  as  follows: 

1 .        The  present  value  of  the  minimum  lease  payments  must  not  exceed 
90%  of  the  value  of  the  aircraft  at  lease  inception.  :  .    . 
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2.  The  lease  term  cannot  be  greater  than  75%  of  the  economic  useful  life 
of  the  aircraft. 

3.  There  can  be  no  "bargain  purchase  option"  at  the  end  of  the  lease. 

4.  Title  to  the  asset  (aircraft)  cannot  transfer  to  the  Lessee  at  the  end  of 
the  lease. 

It  appears  to  me  that  these  requirements  may  be  mirrored  in  governmental 
accounting  by  0MB  Circular  A- 11. 

Although  1  am  not  here  to  comment  on  the  K767A  program,  it  would  be 
interesting  to  know  whether  it  is  possible  and  cost  effective  to  convert  existing 
B767-200ER  aircraft  into  aerial  refueling  aircraft.  The  same  question  applies  to 
converting  existing  DC- 10  aircraft  into  KC-10  aerial  refueling  aircraft.  Given  the 
K767A  projected  utilization  rate  of  750  hours  per  year  (normal  commercial  airline 
utilization  levels  exceed  3,000  hours  per  year),  the  current  oversupply  of  aircraft 
and  the  resulting  depressed  market  prices,  and  the  ready  supply  of  both  aircraft 
types  in  the  marketplace  for  many  years  to  come,  it  might  be  a  way  of  adding 
incremental  units  to  the  Air  Force  fleet  as  needed  if  a  cost  effective  conversion 
program  existed.  Conversely,  it  would  also  be  interesting  to  know  if  the  KC-767A 
could  be  de-modified  back  into  a  passenger  or  freighter  aircraft  without  significant 
operational  or  weight  penalties.  If  so,  the  aircraft  has  the  potential  for  a  higher 
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residual  value  since  it  would  not  be  limited  to  the  aenal  refueling  mission,  which 
might  result  in  lower  lease  pricing  over  the  long  term. 

Thank  you.  Chairman  Hunter,  and  Committee  members  for  giving  me  the 
opportunity  to  speak  with  you  today.  I  hope  you  fmd  this  background  information 
on  commercial  airline  operating  leases  useful,  and  1  would  be  happy  to  answer  any 
questions  the  Committee  may  have. 
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QUESTIONS  AND  ANSWERS  SUBMITTED  FOR  THE 

RECORD 

July  23,  2003 


QUESTIONS  SUBMITTED  BY  MR.  HUNTER 

Mr.  Hltnter.  The  report  to  Congress  identified  up  to  $1.9  billion  in  savings  attrib- 
uted to  purchasing  versus  leasing  if  Congress  were  to  provide  multiyear  procure- 
ment authority.  Was  the  multiyear  procurement  alternative  aggressively  pursued 
within  the  Air  Force  and  DOD?  Why  wasn't  it  presented  to  the  Congress  as  an  al- 
ternative? 

Secretary  Wynne.  In  the  review  leading  up  to  the  recommendation  of  the  Co- 
Chairs  of  the  Leasing  Review  Panel  and  to  the  Secretary's  decision,  many  alter- 
native assumptions  were  examined.  Use  of  multi-year  procurement  was  one  of  them. 
However,  in  the  final  deliberations,  cost  was  only  one  of  the  factors  considered,  al- 
though a  very  important  one.  Other  factors  included  the  need  to  begin  the  tanker 
replacement  right  away,  the  fact  that  there  was  a  commercial  derivative  aircraft 
that  could  do  the  job  and  that  would  be  cheaper  than  a  new  development  program, 
along  with  the  fact  that  there  was  no  additional  funding  for  such  a  program — and 
hence  any  increases  for  tanker  replacement  would  take  funds  from  existing,  commit- 
ted programs.  All  of  these  factors,  along  with  the  fact  that  leasing  requires  billions 
of  dollars  less  in  the  FYDP  than  a  purchase  led  to  the  decision  to  select  leasing  as 
the  approach  for  tanker  replacement. 

Mr.  Hunter.  You  mentioned  in  your  opening  statement  that  the  Department  is 
likely  to  "go  beyond  the  initial  100  aircraft  in  the  future."  Is  the  Department  con- 
templating a  future  lease,  or  procurement,  of  new  Boeing  767s? 

Secretary  Wynne.  The  Department  intends  to  recapitalize  the  airborne  tanker 
fleet,  and  therefore  will  likely  go  beyond  this  initial  100  aircraft  in  the  future.  The 
Air  Force  has  been  directed  to  develop  a  long-range  recapitalization  plan  beyond  the 
current  lease  proposal  and  we  will  address  that  plan  in  the  President's  FY06  budg- 
et. All  options  are  open,  hence  we  do  not  know  at  this  time  whether  we  will  lease 
or  purchase  in  the  future  or  what  aircraft  will  be  selected.  The  Boeing  767  will,  I'm 
sure,  be  a  candidate. 

Mr.  Hunter.  Your  opening  statement  did  not  address  the  policy  implications  of 
this  lease  proposal  with  respect  to  the  lease  of  future  major  military  equipment  end 
items.  Does  the  Department  have  policy  guidance  for  leasing  military  equipment? 
Does  the  Department  have  policy  guidance  for  the  use  of  special  purpose  entities 
for  financing  leased  equipment? 

Secretary  Wynne.  The  Department  issued  direction  on  the  Multiyear  Leasing  of 
Capital  Assets,  in  a  November  2001  memorandum.  The  memorandum  encourages 
the  use  of  multiyear  leases  as  a  means  of  acquiring  capital  assets  where  it  makes 
good  business  sense.  The  Department  also,  in  that  same  memorandum,  established 
a  Leasing  Review  Panel  whose  purpose  is  to  review  all  lease  proposals  projected  to 
cost  a  total  of  $250  million  or  more  over  the  life  of  the  lease.  The  purpose  of  the 
panel  is  to  thoroughly  review  such  leasing  proposals  and  make  its  recommendation 
to  the  appropriate  acquisition  decision  authority. 

Regarding  the  use  of  special  purpose  entities  (SPEs)  to  finance  lease  programs, 
the  use  of  SPEs  is  examined  on  a  case-by-case  basis  and  constitutes  one  method  of 
financing  a  lease  option. 

Mr.  Hunter.  From  the  OSD  perspective,  why  do  you  think  the  Boeing  767  lease 
proposal  is  the  most  advantageous  meant  to  address  the  Air  Force's  requirement  for 
new  tankers  compared  to  other  alternatives? 

Secretary  W^'NNE.  Things  have  come  together  to  make  the  leasing  approach  espe- 
cially attractive.  We  have  a  compelling  need  to  move  quickly  to  acquire  new  tankers 
at  the  same  time  the  Congress  established  a  leasing  pilot  program,  which  gave  us 
an  opportunity  to  take  advantage  of  the  end  of  the  767  production  line,  as  the  basis 
for  a  tanker  derivative  of  a  commercial  alternative.  That  might  not  have  been  avail- 
able, if  we  were  not  able  to  start  the  tanker  replacement  program  until  FY06.  On 
its  face,  leasing  is  clearly  a  less  expensive  alternative  than  new  development.  Fur- 
ther, if  we  were  to  purchase  the  aircraft  and  Boeing  were  to  deliver  them  on  the 
same  schedule  as  the  lease  program,  the  Department  would  require  billions  of  dol- 
lars more  in  the  Future  Years  Defense  Program  (FYDP).  Since  we  have  pursued  a 
goal  of  program  stability,  such  a  reallocation,  which  would  have  caused  us  to  break 
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or  restructure  many  on-going  programs,  would  be  completely  counter  to  our  goal  and 
would  have  resulted  in  increased  costs  for  the  disturbed  programs. 

Mr.  Hunter.  Please  provide  the  following  information  on  US  Navy  use  of  private 
companies  for  air  refueling  support:  How  many  tankers  are  available  for  such  sup- 
port to  the  Navy?  How  many  pounds  of  fuel  were  offloaded  and  how  many  sorties 
were  flown  to  support  the  Navy  using  this  capability  in  2001-2003?  Please  provide 
comparable  cost  data  for  the  Navy  to  use  the  private  tanker  capability  versus  USAF 
tankers.  Has  outsourcing  for  a  portion  of  the  overall  DOD  tanker  requirement  been 
examined? 

Secretary  Wynne.  One  private  company  tanker  is  currently  in  use  for  Navy  air 
refueling  support. 

To  date,  10,906,326  pounds  of  fuel  have  been  transferred  and  428  sorties  flown 
since  the  program  began  in  January  2002. 

The  cost  to  the  Navy  of  the  commercial  tanker  is  $8600.00  per  hour,  which  in- 
cludes fuel.  The  Navy  must  also  pay  additional  costs  for  the  fuel  offloaded  to  the 
recipient  aircraft.  The  Navy  does  not  have  to  pay  for  Air  Force  KC-135  aircraft  sup- 
port; they  only  pay  for  the  cost  of  fuel  offloaded.  The  KC-135  fleet  supports  a  large 
number  of  air  refueling  missions,  including  missions  for  the  Navy,  while  simulta- 
neously training  the  Air  Force's  tanker  pilots  and  crews  to  maintain  their  pro- 
ficiency for  wartime  missions.  The  dual  purposes  of  these  missions  promotes  mili- 
tary readiness  in  a  way  that  commercial  tanker  services  do  not. 

DOD  has  not  examined  outsourcing  for  a  portion  of  the  overall  tanker  require- 
ment and  there  is  currently  no  additional  air  refueling  support  outsourcing  under- 
way in  the  Air  Force  or  the  Army.  However,  a  modest  expansion  of  the  Navy  effort 
is  under  consideration. 

Mr.  Hunter.  Was  a  formal  or  informal  request  made  in  2001  by  any  military  of 
civilian  official  in  the  U.S.  Air  Force  to  any  Member  or  committee  of  the  Congress 
for  the  inclusion  in  legislation  for  the  authority  to  lease  or  purchase  airborne  tanker 
aircraft? 

Dr.  Sambur.  There  was  informal  "give  and  take"  dialogue  between  DOD  officials 
and  Congress  concerning  legislative  language  for  the  authority  to  lease  or  purchase 
airborne  tanker  aircraft. 

Mr.  Hunter.  Please  provide  a  comparison  of  the  outlay  profile,  in  current  and 
then  year  dollars  (provide  escalation  rates  used)  for  the  procurement  [case  1(TY$) 
and  2(CY$)  and  lease  (case  3  and  4)]  using  the  aircraft  delivery  schedule  assumed 
in  the  lease  proposal  and  assuming  purchase  of  the  aircraft  in  the  lease  case  for 
the  period  through  the  delivery  of  the  final  aircraft.  Provide  all  outlays  required  to 
acquire,  operate,  insure,  and  support  the  entire  KC-767  progi'am,  not  just  those 
costs  directly  related  to  the  lease.  Please  include  the  detail  for  each  category  of  ex- 
penditures, e.g.,  insurance,  training,  maintenance,  modifications,  etc. 

Dr.  Sambur.  [The  information  referred  to  is  contract  negotiation  sensitive  and  is 
retained  in  the  committee  files.] 

Mr.  Hunter.  Please  provide  the  analysis  at  how  the  $44  million  residual  value 
assumed  in  the  lease  option  was  determined. 

Dr.  Sambur.  The  residual  values  of  the  Trust's  aircraft  relate  to  the  financing 
mechanisms  described  in  the  contract.  The  residual  value  of  an  aircraft  is  the  loan 
balance  at  the  end  of  the  lease  term  as  owed  by  the  Trust  to  the  remaining  bond- 
holders. More  simply,  the  estimated  remaining  balance  of  the  loan  [purchase  at 
lease  end]  would  be  $4.4B — divided  by  100  aircraft — equates  to  the  $44M  residual 
value  figure.  This  is  based  on  the  current  forecast  of  interest  rates  and  inflation. 
Furthermore,  the  residual  value  does  not  incorporate  market  considerations  about 
risk  or  operational  usage  in  the  formulation  of  value,  but  is  solely  based  on  financ- 
ing the  initial  fair  market  value  of  $138.4M  (FY02$). 

Mr.  Hunter.  Please  provide  a  copy  of  the  IDA  study  on  the  acquisition  of  tanker 
aircraft. 

Dr.  Sambur.  The  IDA  study  was  produced  at  OSD's  request.  I  will  request  that 
OSD/AT&L  get  a  copy  to  the  committee. 

Mr.  Hunter.  Did  Boeing  ever  make  an  unsolicited  offer  to  sell  '767  tankers  to  the 
AF?  If  so,  please  provide  that  proposal. 

Dr.  Sambur.  In  February  2001,  The  Boeing  Company  presented  an  unsolicited 
offer  for  36  767  Tankers  to  the  U.S.  Air  Force.  This  proposal  is  a  proprietary  docu- 
ment, and  can  be  made  available  for  review  in  the  reading  room  provided  for  such 
documents. 

It  is  important  to  note  that  the  configuration  of  the  aircraft  offered  at  that  time 
was  significantly  less  capable  than  the  configuration  that  is  currently  required  to 
meet  USAF  mission  requirements.  At  that  time,  the  configuration  included  an  aerial 
refueling  boom  system,  wing  pods,  auxiliary  fuel  tanks  (not  refuelable  inflight)  and 
a  non-digital  cockpit  with  limited  military  avionics. 
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The  February  2001  configuration  did  not  include  the  following  options  that  the 
U.S.  Air  Force  has  selected  during  negotiations:  an  aerial  refiieling  receptacle,  a 
cargo  capability,  a  passenger  carrying  capability,  a  centerline  hose  drum  air  refuel- 
ing unit  (instead  of  wing  pods).  Link  16,  crew  rest  facilities,  increased  auxiliary 
crewmember  capacity,  aeromedical  evacuation  capability  and  auxiliary  fuel  tanks 
that  can  be  refueled  in-flight. 

The  price  of  the  February  2001  configuration  was  $124.5M  in  CYOO$  (or  $132M 
in  CY02$).  In  addition,  Boeing  offered  a  support  contract  for  the  36  aircraft  at  a 
price  of  $2M/YR  (CY00$)  for  each  aircraft,  but  for  only  360  flight  hours  per  aircraft 
per  year  and  assuming  all  36  aircraft  were  operated  from  a  single  main  operating 
base. 

Mr.  Hunter.  Please  provide  how  and  why  the  15  percent  return  on  sales  cap  was 
established  for  the  lease.  To  what  does  this  cap  apply?  How  will  this  be  computed 
on  an  annual  basis?  Provide  an  example  of  this  computation  using  the  relevant  fac- 
tors against  how  this  computation  will  be  made. 

Dr.  Sambur.  During  contract  negotiations,  AF  leadership  felt  that  due  to  the 
transformational  business  approach  represented  by  aircraft  leasing,  as  well  as  the 
size  and  complexity  of  the  contract,  a  Return  on  Sales  (ROS)  cap  of  157c  was  appro- 
priate to  protect  the  Government's  financial  interests.  The  cap  is  separately  applica- 
ble to  both  Boeing  Commercial  Aircraft  (BCA),  responsible  for  the  basic  767  or 
"green"  aircraft  and  Boeing  Integrated  Defense  Systems  (IDS),  the  prime  contractor 
and  provider  of  the  tanker  modification.  The  clause  establishes  the  formula  to  cal- 
culate ROS  and  the  requirement  for  Boeing  to  establish  annual  updates  to  be  rolled 
forward  into  a  final  ROS  figure. 

Boeing  Integrated  Defense  Systems  (IDS)  Formula  for  ROS: 
ROS  =  (Sales  -  CostsVSales 

Where:  ROS  =  Earnings/Sales 
Earnings  =  Sales  -  Costs 

Sales  equal  the  total  payments  received  by  the  Contractor  from  the  Lessor  for 
construction  and  delivery  of  one  hundred  (100)  KC-767A  Aircraft  less  payments 
made  under  the  subcontract  agreement  by  Boeing  IDS  to  Boeing  Commercial  Air- 
craft (BCA)  for  one  hundred  (100)  767-200C  aircraft. 

Costs  equal  any  element  of  usual,  customary  and  allocable  cost  as  identified 
through  the  contractors  normal  accounting  process  as  governed  by  disclosed  ac- 
counting practices  and  Generally  Accepted  Accounting  Principles  (GAAP) 

Costs  shall  exclude  Engineering  Services  up  to  the  amount  of  $73. 5M,  and  ex- 
penses related  to  manuals  and  site  activation,  which  have  been  included  in  the  IFS 
program. 

Boeing  Commercial  Aircraft  (BCA)  Formula  for  Return  on  Sales  (ROS): 
ROS  =  (Sales  -  Costs)/Sales 

Where:  ROS  =  Earnings/Sales 
Earnings  =  Sales  -  Cost 

Sales  equal  the  total  payments  made  by  Boeing  IDS  to  Boeing  Commercial  Air- 
craft (BCA)  for  delivery  of  one  hundred  (100)  767-200C  aircraft. 

Costs  equal  any  element  of  usual,  customary  and  allocable  cost  as  identified 
through  the  contractors  normal  accounting  process  as  governed  by  disclosed  ac- 
counting practices  and  GAAP  Future  cost  reductions  resulting  from  allocations  of 
benefits  received  on  programs  other  than  767  will  be  excluded  from  the  calculation. 
Any  additional  cost  elements  not  described  above  shall  be  subject  to  the  Contractor's 
normal  accounting  process  as  governed  by  Gif^AP. 

Mr.  Hunter.  Please  provide  the  detail  of  what  issues  remained  to  be  agreed  to 
in  the  contract  with  Boeing  at  the  time  report  on  the  proposed  lease  was  provided 
to  Congress  of  the  lease  "agreement."  Also  provide  the  detail  of  the  remaining  issues 
were  resolved. 

Dr.  Sambur.  The  key  issues  which  remained  outstanding  at  the  time  of  the  Re- 
port to  Congress  included:  Most  Favored  Customer  (MFC),  Return  On  Sales,  Indem- 
nification lAW  85-804,  Data  Rights,  Order  of  Precedence  and  several  minor  items 
specific  to  leasing  mechanics.  These  issues  have  been  resolved. 

Mr.  Hunter.  In  February  2001  the  AF  reported  in  its  ESLS  "That  the  fatigue  life 
of  the  KC-135,  with  adjustments  made  for  the  effect  of  corrosion  on  crack  growth, 
should  permit  the  aircraft  to  remain  viable  through  the  year  2040."  When  did  the 
AF  become  aware  that  this  statement  no  longer  reflected  an  accurate  description  of 
the  health  of  the  KC-135  fleet?  Was  this  new  information  ever  made  known  to  the 
congressional  defense  committees?  If  so,  when?  If  yes,  please  provide  the  informa- 
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tion.  If  current  information  exists  detailing  the  health  of  the  fleet,  particularly  the 
corrosion  problem,  please  provide  the  information. 

Dr.  Sambur.  The  structural  fatigue  life  projections  reported  in  2001  remain  valid 
today.  However,  what  has  changed  since  2001  are  the  estimated  costs  to  maintain 
the  fleet  as  it  continues  to  age.  The  Air  Force  recognized  this  cost  growth  in  its  2003 
budget  deliberations.  The  revised  cost  estimates  were  presented  in  the  KC-135 
Business  Case  Analysis  which  the  congressional  defense  committees  received  in  July 
2003. 

Although  the  study  of  metal  fatigue  is  quite  well  advanced,  and  the  scientific  com- 
munity has  developed  effective  predictive  models  of  crack  growth,  there  are  no  com- 
parably effective  models  for  corrosion.  Corrosion  effects  vary  widely  depending  on 
an  infinite  number  of  factors,  which  make  exact  modeling  difficult.  The  AF  does 
know  that  corrosion  damage  is  driving  bills  that  the  USAF  must  fund  at  the  ex- 
pense of  other  programs  and  unknown  material  failures  could  impact  this  aging 
fleet  of  tankers.  The  Air  Force  simply  cannot  accept  the  risk  of  unknown  systematic 
failures  that  could  groiind  the  tanker  fleet  and  cripple  the  global  reach  of  US  and 
coalition  forces. 

Mr.  Hunter.  Please  provide  the  rules  under  which  the  bonds  financing  the  pur- 
chase of  the  B767  will  be  sold.  Will  all  tranches  be  available  to  the  public?  If  re- 
stricted, to  whom  will  they  be  available? 

Dr.  Sambur.  Boeing  will  build  the  planes  and  then  sell  them  to  a  third  party 
trust.  The  trust  in  turn  will  lease  the  planes  to  the  Air  Force.  The  trust  will  raise 
funds  to  pay  Boeing  by  issuing  bonds.  These  will  be  like  corporate  bonds  and  avail- 
able to  the  public.  Investors  may  include  insurance  companies  and  commercial 
banks,  as  well  as  foreign  countries.  The  bonds  have  not  been  assigned  a  rating  yet 
but  the  range  of  ratings  is  expected  from  approximately  BB  (i.e.,  "high  jdeld 
corporates")  to  AAA  depending  on  the  tranche  of  debt. 

Mr.  Hunter.  Please  provide  copies  of  any  tanker  analysis  of  alternatives  (AoA) 
like  analyses  completed  by  the  Air  Force. 

Dr.  Sambur.  The  Air  Force  originally  planned  for  a  2-year  AoA  as  included  in  the 
FY02PB.  Before  it  was  started,  the  need  to  start  recapitalization  became  more  ur- 
gent due  to  the  increased  operations  tempo  after  11  Sep  01  and  the  increased  oper- 
ations/support costs  and  risks  associated  with  the  aging  fleet.  Even  so,  the  Air  Force 
considered  all  viable  replacement  options  as  part  of  the  lease  analysis.  These,  how- 
ever, are  not  compiled  into  a  single  document. 

In  summary,  the  Air  Force  performed  several  trade  analyses  to  ensure  the  KC- 
767 A  was  the  right  solution  to  meet  the  operational  requirements. 

Maintain  current  force  structure:  The  Air  Force  first  considered  maintaining 
the  current  force  structure.  The  damaging  effects  of  aging  quickly  became  apparent 
from  KC-135  depot  work.  The  unpredictable  nature  of  age-related  corrosion — its 
timing,  location,  and  extent — increases  our  concern  for  the  risk  of  an  event  that 
would  ground  the  KC-135  fleet.  Thus,  continuing  the  status  quo  was  rejected  be- 
cause of  unpredictable  and  potentially  calamitous  operational  mission  impacts. 

Re-engine:  The  Air  Force  also  quickly  recognized  that  re-engining  the  venerable 
KC-135Es  did  not  address  the  aging  issues,  risks  to  our  combat  operations,  or  in- 
creasing costs.  Re-engining  would  amount  to  spending  billions  of  dollars  for  only  a 
20%  improvement  over  KC-135E  capability,  but  without  addressing  the  "old  iron" 
that  needs  replacing.  Re-engining  was  not  selected  as  the  solution. 

Commercial  alternative:  The  Air  Force  considered  acquisition  of  commercial  de- 
rivative platforms  in  tanker  configurations.  This  strategy  acquires  air  refueling 
tankers  derived  from  commercially  available  airfi"ames  to  avoid  the  high  costs  of 
new  aircraft  research  and  development.  The  use  of  a  commercial-based  airframe 
forges  synergy  with  industry  in  worldwide  logistics  networks  and  other  support.  The 
question  then  became:  How  can  we  get  these  mission  critical  assets  to  the 
warfighter  in  the  most  expeditious  way,  at  a  reasonable  cost  to  taxpayers?  Our  an- 
swer: lease  a  tanker  aircraft  that  is  already  commercially  available. 

Consideration  of  acquisition  of  commercially  derived  platforms  included  the  B757, 
B767,  B777,  and  the  Airbus  A330  in  tanker  configurations,  considering  both  a  lease 
option  and  a  direct  purchase.  The  Boeing  767  was  found  to  be  the  most  favorable. 
The  Boeing  757  was  too  small  to  replace  KC-135  one-for-one,  and  would  drive  addi- 
tional manpower  requirements  on  a  tanker  force  that  is  already  limited  by  available 
crews.  The  Boeing  777  required  almost  twice  as  much  ramp  space  as  a  KC-135 — 
more  than  a  KC-10 — but  had  a  reduced  fuel  offload  capability  when  compared  to 
the  KC-10.  Further,  the  B777  required  significant  engineering  analysis  and  design 
work  to  be  modified  into  a  tanker,  including  the  possibility  of  a  shortened  ftiselage 
to  accommodate  a  refueling  boom  during  takeoff.  The  Boeing  767  was  selected  over 
EADS  aircraft  as  a  result  of  its  favorable  design,  schedule,  risk  factors,  and  proven 
boom  technology. 


Ill 

The  KC-767  is  a  transformational  aircraft.  Unlike  the  KC-135,  it  can  operate 
from  much  shorter  runways  allowing  theater  commanders  more  flexibility  in  for- 
ward basing  their  tanker  forces.  The  KC-767  will  be  able  to  refuel  Air  Force,  Navy, 
and  Marine  aircrafton  all  missions.  It  has  20%  more  fuel  offload  capability  than  a 
KC-135E.  It  has  a  19-pallet  cargo  capability  versus  6-pallet  cargo  capability  on  a 
KC-135,  again  providing  more  flexibility  to  the  warfighter  to  employ  this  weapon 
system. 

The  Air  Force  strategy  is  to  replace  the  544  existing  KC-135  aircraft  over  the 
next  30  plus  years.  The  strategy  calls  for  acquiring  air-refueling  tankers  derived 
from  commercially  available  airframes  to  avoid  the  high  costs  of  airframe  research 
and  development.  We  remain  convinced  that  the  KC-767A,  developed  and  commer- 
cially offered  to  the  international  community  by  the  Boeing  Company,  is  the  right 
platform  to  begin  this  replacement  effort. 


AIRCRAFT  DIMENSION  COMPARISON 


Ungtti: 
Span: 


136  n  3  In 
130  ft  10  In 
41  ft     8  In 


1S9ft  2  in 
1S8ft  lln 
S2ft 


191  ft  «ln 
197  ft  10  (n 
Se  ft     t  In 


181  ft  7  In 
166  ft  4  In 
57  ft  10  In 


Max  Taxi  Wgt 
Op.  Empty  Wgt 
Fiwl  e  Mai  Taxi: 


322.500  Iba 
123,000  Iba 
199,600  Ite 


396,000  lbs 
194,000  Iba 
202.000  Iba 


509.042  Iba 
252.890  Iba 
246.185  Iba 


593,000  lbs 
237.000  Iba 
356,000  Iba 


Mr.  Hunter.  Where  and  by  whom  is  the  risk  of  termination  covered? 

Dr.  Sambur.  There  are  three  clauses  in  the  contract  that  deal  with  the  Govern- 
ment's ability  to  terminate  and  subsequent  AF  liability  (C-103,  C-104  and  C-211). 
These  clauses  deal  with  aircraft  in  three  different  stages.  The  following  describes 
the  applicability  of  each  clause  and  types  of  costs  included  for  each: 

C-103 — Applies  to  aircraft  during  its  pre-construction  phase  and  the  clause  de- 
tails, by  delivery  year,  when  an  aircraft  enters  and  leaves  this  phase.  Costs  included 
in  the  AF's  liability  are  those  necessary  to  allow  the  Lessor  (Trust)  to  pay  in  full 
all  of  its  obligations  owed  to  parties  involved  in  construction  financing  of  the  aircraft 
to  that  point  and  an  equitable  adjustment  to  Boeing  since  the  contract  would  no 
longer  be  for  100  aircraft. 

C-104 — Applies  to  aircraft  in  construction.  Costs  included  in  the  AF's  liability  are 
those  required  to  pay  Boeing  for  the  percentage  of  work  performed  prior  to  termi- 
nation notice  plus  expenses  involved  due  to  the  termination  itself.  Also,  costs  to  en- 
able the  Lessor  (Trust)  to  pay  in  full  all  of  its  obligations  owed  to  parties  involved 
in  construction  financing  of  the  aircraft  to  that  point. 

C-211 — Applies  to  aircraft  under  lease.  This  provision,  if  exercised,  is  an  "all  or 
none"  termination  of  aircraft  under  lease  and  also  triggers  the  termination  of  all  air- 
craft remaining  within  the  definition  of  the  pre-construction  phase,  C-103.  For  those 
terminated  aircraft  under  lease  (C-211),  the  AF  shall  pay  an  amount  equal  to  one 
year's  lease  payment.  For  those  aircraft  terminated  under  C-103,  see  above  descrip- 
tion. 

Mr.  Hunter.  The  interest  rate  spread  between  2  and  5  year  bonds  is  traditionally 
100-150  basis  points.  What  is  the  logic  of  the  50  point  spread  indicated  in  AF  pro- 
vided materials  on  the  lease? 

Dr.  Sambur.  The  interest  rates  mentioned  in  any  AF  material  typically  refer  to 
spreads  over  the  2-year  bonds  and  5-year  bonds  respectively  and  not  to  spreads  be- 
tween the  bonds  per  se. 

With  that  in  mind,  there  are  two  components  to  the  interest  rates  used  in  the 
financial  modeling  of  the  proposed  lease:  1)  the  forecasted  treasury  interest  rates 
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from  bond  issues  for  a  time  period  (e.g.,  2  and  5  year  bonds)  that  is  commensurate 
with  the  amortization  of  a  given  tranche's  debt;  and  2)  anticipated  spreads  over 
those  bond  issues  to  cover  investor  risk.  In  sum,  this  provides  forecasted  interest 
rates  for  each  tranche  of  debt  that  the  third-party  trust  would  use  to  purchase  the 
planes  from  Boeing. 

With  respect  to  1),  the  forecasted  treasury  interest  rates  were  provided  by  the  Of- 
fice of  Management  and  Budget  (0MB).  (Note  that  OMB's  forecast  of  the  2  and  5 
year  treasuries  reflect  a  less  than  half  percent  difference  in  expected  jdelds  for  those 
issues.  This  seems  to  be  consistent  with  historic  differences  as  well) 

With  respect  to  2),  the  anticipated  spreads  over  these  treasuries  were  based  on 
the  risk  implicit  in  each  tranche  of  debt  depending  on  such  things  as  the  govern- 
ment's liability  in  the  event  of  contract  termination  and  on  the  residual  value  of  the 
aircraft.  The  details  of  the  proposed  financing  are  considered  proprietary  to  Boeing. 
In  general  terms,  however,  the  spreads  range  up  to  100  basis  points  over  the  treas- 
ury rates  for  two  of  the  three  tranches  of  debt.  For  the  third  tranche  of  debt,  the 
forecast  reflects  anticipated  returns  on  high  jdeld  corporate  bond  issues. 

Mr.  Hunter.  How  will  the  FY04  FYDP  be  affected  by  the  decision  to  lease  the 
B767s?  Please  specify  program  changes. 

Dr.  Sambur.  Executing  the  lease  for  100  aircraft  according  to  current  terms  and 
conditions  will  cost  the  Air  Force  $5.8B  over  the  FYDP.  A  KC-X  procurement  pro- 
gram (tanker  replacement)  of  $4. IB  was  offered  in  the  FY04  PB  submission.  Retir- 
ing the  remaining  56  Primary  Aircraft  Authorized  KC-135E-models  provides  $1.0B 
in  the  FYDP.  Reprioritizing  a  number  of  Air  Force  programs  will  fund  the  addi- 
tional $0.7B  required  in  the  FYDP  for  the  tanker  lease.  Our  lease  proposal  balances 
the  urgent  warfighter  need  with  the  demands  of  our  other  vital  programs  while 
staying  within  our  budget. 

Based  on  the  compelling  need  to  immediately  recapitalize  the  tanker  fleet  by  re- 
placing our  aging  KC-135Es,  the  Air  Force  balanced  the  cost  of  the  lease  against 
affordability  in  the  near  term  and  the  timely  delivery  of  tankers.  The  proposed  tank- 
er roadmap  balances  operational  constraints,  infrastructure,  aircraft  utilization,  and 
fiscal  realities. 

Mr.  Hunter.  How  was  the  provider  of  the  crew  training  contract  determined? 
Was  it  competed? 

Dr.  Sambur.  Crew  and  maintenance  training  are  part  of  the  proposed  lease  con- 
tract arrangement  with  Boeing  IDS  and  are  included  in  the  sole  source  justification 
process.  Training  was  not  broken  out  and  competed  separately  fi-om  the  lease  con- 
tract. 

Mr.  Hunter.  Was/will  the  maintenance  for  the  KC-767  be  provided  by  the  AF  or 
out-sourced?  If  out-sourced,  will  it  be  competed? 

Dr.  Sambur.  A  two  level  maintenance  strategy  has  been  adopted  for  use  on  the 
KC-767A  aircraft.  AF  "blue-suit"  personnel  will  provide  flight  line  maintenance. 
Depot  or  heavy  maintenance  is  out-sourced  and  included  in  the  sole  source  justifica- 
tion process,  as  part  of  the  proposed  lease  contract  arrangement  with  Boeing  IDS. 
I)epot  or  heavy  maintenance  was  not  broken  out  and  competed  separately  from  the 
lease  contract. 

Mr.  Hunter.  Why  is  the  government  paying  for  construction  financing  when  it 
won't  own  the  aircraft? 

Dr.  Sambur.  The  price  of  any  given  commercial  product  implicitly  includes  con- 
struction financing  (or  some  cost  of  capital  analogous  to  construction  financing). 
Typically,  however,  this  element  is  not  explicitly  itemized.  In  the  course  of  negotia- 
tions of  this  particular  lease,  we  specifically  asked  that  construction  financing  be 
separately  identified  so  we  would  have  appropriate  visibility  into  bank  borrowings. 
In  either  event,  the  construction  financing  is  fundamental  to  the  price  that  is  in 
turn  used  to  compute  lease  payments  and  loan  residual. 

The  reason  that  construction  financing  is  integral  to  the  price  of  the  aircraft  is 
that  it  reflects  a  cost  of  bringing  a  product  to  market.  Consider  the  business  plan 
of  any  prospective  market  supplier  that  is  contemplating  entry  to  a  product  market. 
The  manufacturer  first  estimates  the  price  it  can  obtain  for  a  product.  It  then  com- 
putes product  cost.  If  the  difference  between  price  and  cost  provides  an  appropriate 
return  to  the  manufacturer,  the  manufacturer  will  enter  the  market;  otherwise,  it 
will  not.  One  of  the  costs  that  a  manufacturer  considers  is  the  cost  of  capital  to  con- 
struct the  product.  This  includes  bank  borrowings  (i.e.,  construction  financing)  used 
in  construction.  The  inclusion  of  this  cost  is  fundamental  to  the  "decision  calculus" 
of  any  prospective  market  supplier. 

Mr.  Hunter.  How  was  the  number  of  100  aircraft  arrived  at? 

Dr.  Sambur.  The  USAF  needs  to  begin  recapitaliation  of  the  KC-135  tanker  fleet 
now  to  prevent  a  potential  tanker  shortfall  in  the  future.  The  KC-135  fleet  cur- 
rently contains  over  500  aircraft.  Section  8159  of  P.L.  107-117  provided  the  USAF 
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with  the  authority  to  lease  up  to  100  aircraft.  Our  requirement  for  recapitahzation 
greatly  exceeds  100  aircraft,  however,  the  USAF  took  full  advantage  of  the  number 
of  aircraft  authorized  in  section  8159  to  start  the  recapitalization  effort. 

Mr.  Hunter.  Please  provide  the  MC  rates  for  KC-135E,  KC-135R,  KC-10,  C-17, 
C-141,  B-1  and  B-52  aircraft  by  active,  reserve,  and  guard  components  for  2001, 
2002,  and  2003  through  May. 

Dr.  Sambur.  Please  see  the  table  below  for  the  answer  to  your  question  regarding 
MC  rates: 


FY01 

FY02 

FY03 

WEAPON 

METRIC 

ACTIVE  AF 

AFRC 

ANG  ACTIVE  AF 

AFRC 

ANG 

ACTIVE  AF  AFRC 

ANG 

n/a 

B-1 

MC 

602 

n/a 

62.6 

66.6 

n/a 

636 

71.3 

n/a 

B-52 

MC 

84.1 

52 

n/a 

80.3 

71.3 

n/a 

75.3 

60.7 

n/a 

C-141 

MC 

742 

63 

R5 

747 

69 

612 

776 

709 

672 

C-17 

MC 

834 

n/a 

nta 

842 

n/a 

n/a 

875 

n/a 

n/a 

KC-10 

MC 

829 

n/a 

n/a 

807 

n/a 

n/a 

826 

n/a 

n/a 

KC-135E 

MC 

97.4* 

72 

70.7 

83.1* 

72.9 

742 

n/a 

71  8 

748 

KC-135R 

MC 

80.4 

709 

71.8 

828 

79  1 

77 

838 

78.3 

73.8 

Represents  one  (1)  E  model  in  the  active  component.  All  others  in  ANG/AFRC. 

Mr.  Hunter.  AF  testimony  indicates  an  18  percent  compounded  rate  of  increase 
in  depot  maintenance  costs,  yet  GAO  reporting  of  the  AF  projected  rate  of  increase 
through  2040  for  maintenance  is  1-2  percent  per  year.  Please  explain  these  projec- 
tions as  compared  to  the  subcomponent  of  depot  maintenance.  What  are  the  com- 
parable projections  for  depot  maintenance  cost  projections  and  the  basis  for  these 
projections? 

Dr.  Sambur.  The  1-2  percent  increase  through  2040  was  a  2001  estimate  of  total 
KC-135  operating  costs  (includes  personnel,  fuel,  parts,  etc.)  of  which  depot  mainte- 
nance costs  are  a  subset.  In  May  2003,  depot  costs  were  reviewed  using  historical 
values  from  1991-2003  and  were  projected  for  2004.  This  new  analysis  showed  that 
actual  depot  maintenance  costs  were  much  higher  than  the  2001  estimates. 

By  calculating  an  historic  average  rate  for  the  KC-135  fleet  and  then  using  a  cost 
growth  rate  model,  costs  were  projected  out  to  FY17.  This  compound-growth  model 
more  accurately  portrayed  the  "doubling"  rate  found  in  the  historical  data  (approx. 
every  five  years  depot  costs  doubled).  This  model  also  showed  that  historically,  de- 
pots costs  rose  by  18%  per  year  compounded  annually. 

Mr.  Hunter.  Your  opening  statement  did  not  address  alternatives  that  the  Air 
Force  considered  to  the  Boeing  767  lease  proposal  and  why  those  alternatives  were 
not  selected.  Please  help  us  understand  what  other  alternatives  were  considered  to 
meet  our  requirements  for  air  refueling  aircraft. 

Dr.  Sambur.  The  Air  Force  considered  several  alternatives:  The  Air  Force  consid- 
ered retaining  the  current  fleet  and  a  service  life  extension  program  (SLEP)  which 
were  both  discounted  because  they  failed  to  correct  the  KC-135  trends  of  decreasing 
availability,  increasing  corrosion,  and  increasing  operating  and  maintenance  costs. 
KC-135E-  to  R-model  conversion,  or  re-re-engining  the  KC-135E  fleet  (Es  had  al- 
ready been  reengined  once),  was  also  discounted  for  the  same  reasons,  plus  re- 
engining  would  require  over  three  billion  dollars  in  investment  with  minimal  operat- 
ing cost  payback.  Potential  commercial  derivatives,  aside  from  the  B-767,  were  also 
evaluated,  including  the  B-737,  B-747,  B-757,  B-777,  and  the  A-330.  The  Hmited 
fuel  load  capability  of  the  B-737  and  B-757  failed  to  meet  the  offload  capability  re- 
quired in  a  post  9/11  anti-access,  area  denial  world.  The  B-747  and  B-777  are  inef- 
ficient tankers.  Jumbo-sized  fuselages  are  good  for  passengers,  but  add  drag  for 
tankers,  and  their  significantly  larger  footprints  would  require  additional  MILCON 
and  infrastructure.  Also  the  B-747  and  B-777  failed  to  meet  the  necessary  balance 
between  the  number  of  booms  and  receivers  (carries  more  fuel  but  can  not  be  in  as 
many  places  at  the  same  time).  A  potential  government  derivative,  the  KC-17  a 
modified  C-17,  was  also  considered.  The  KC-17  failed  to  meet  force-extension  cri- 
teria due  to  a  combination  of  high  fuel  burn  and  low  fuel  capacity.  We  also  consid- 
ered several  developmental  aircraft  that  included  the  Lockheed  Dedicated  Tanker, 
the  Lockheed  Box  Wing,  and  the  Boeing  Blended  Wing  Body.  All  developmental  air- 
craft were  discarded  due  to  their  high  developmental  cost  and  potential  risk  associ- 
ated with  a  prolonged  acquisition  timeline.  Any  delivery  delay  to  the  warfighter, 
typical  of  developmental  technologies,  would  increase  the  future  aerial  refueling 
shortfall  predicted  by  the  TRS-05  and  other  studies. 

Mr.  Hunter.  In  its  FY04  budget  unfunded  priority  list  dated  Februaiy  21,  2003, 
the  Air  Force  listed  tanker  replacement,  either  through  lease  of  procurement,  as  the 


114 

sixth  priority.  Is  the  proposed  lease  now  a  higher  priority  then  the  other  programs 
hsted? 

Dr.  Sambur.  The  FY04  AF  unfunded  priority  Hst  (UPL)  remains  unchanged.  It 
is  important  to  note  that  in  the  UPL  cover  letter  Secretary  Roche  placed  additional 
emphasis  on  the  need  to  recapitalize  our  aging  tanker  force.  In  an  apples-to-apples 
comparison  of  the  five  programs  (out  of  68)  listed  as  a  higher  priority,  tanker  re- 
placement is  the  number  one  new  procurement  program. 

Mr.  Hunter.  The  report  to  Congress  states  that  leasing  allows  the  Air  Force  to 
acquire  the  tankers  several  years  earlier  without  having  to  reprogram  funds  fi-om 
other  systems  acquisitions. 

A.  What  systems  have  greater  priority? 

1.  Within  AMC? 

2.  Air  Force-wide? 

B.  What  are  the  indicators  used  in  making  that  judgment,  i.e.,  what  places  the 
national  security  strategy  in  greater  jeopardy  of  being  unexecutable? 

C.  How  do  those  systems  contribute  to  meeting  the  Defense  Department's  trans- 
formational goals? 

Dr.  Sambur.  A.  What  systems  have  greater  priority? 

1.  Within  AMC? 

Tanker  recapitalization  is  a  top  priority  of  AMC  while  continuing  to  keep  the 
C-17  program  procurement  on  schedule. 

2.  Air  Force-Avide? 

The  highest  prioritized  acquisition  program  on  the  FY04  AF  unfunded  priority  list 
is  the  KC-767A  lease,  listed  overall  as  the  sixth  priority.  Other  major  programs  pre- 
viously programmed  in  the  budget  will  maintain  a  higher  priority  to  keep  the  cost 
and  schedules  of  those  programs  on  track. 

(The  funding  required  to  buy  aircraft  requires  RDT&E,  and  considerable  dollars 
up  front  to  begin  procuring  aircraft  at  the  rate  of  20  aircraft  per  year  so  quickly. 
The  AF  has  programmed  $4.  IB  in  the  FYDP  with  funding  beginning  in  FY06  with 
$119M,  ramping  up  funding  to  $1.8B  in  FY09.)  AF  programs  in  the  FYDP  pre- 
viously funded  and  prioritized  make  it  very  difficult  to  fund  for  new  procurement 
immediately.  It  is  fiscally  responsible  for  even  the  highest  priority  programs  to  plan 
major  changes  in  AF  TOA  to  begin  slowly  and  then  build  to  replace  other  programs 
as  they  are  completed. 

(The  current  AF  funding  profile  programmed  for  tanker  replacement  is  a  perfect 
fit  for  the  lease  dollars  needed  in  the  FYDP.  No  funding  is  required  up  front  and 
payments  do  not  begin  until  delivery  in  FY06.  This  then  allows  the  funding  profile 
to  buy  60  tanker  replacement  aircraft  through  the  lease  with  only  a  $1.0B  add  to 
the  tanker  replacement  program,  while  that  same  add  would  deliver  no  more  addi- 
tional aircraft  to  the  procurement  plan  where  there  is  a  2-yr  delay  from  order  to 
actual  aircraft  delivery.) 

B.  What  are  the  indicators  used  in  making  that  judgment,  i.e.,  what  places  the 
national  security  strategy  in  greater  jeopardy  of  being  unexecutable? 

Without  the  capability  provided  by  a  robust  air  refueling  force,  our  national 
security  strategy  is  severely  limited.  Air  refueling  tankers  ensure  our  nation  has 
global  reach  to  respond  quickly  and  decisively  anjrwhere  in  the  world.  They  enable 
other  aircraft  to  fly  farther,  stay  airborne  longer,  and  carry  more  weapons,  equip- 
ment, and  supplies  at  home  and  around  the  world.  Air  Force  tankers  not  only  refuel 
other  Air  Force  aircraft  but  Navy,  marine,  and  allied  aircraft  as  well.  They  enable 
our  entire  force  to  protect  our  homeland,  conduct  combat  operations,  and  provide 
humanitarian  relief  around  the  world.  Without  tankers,  America  is  only  a  regional 
power. 

Mr.  Hunter.  Did  the  Air  Force  analyze  the  costs  and  delivery  schedule  if  the  tra- 
ditional procurement  program  currently  in  the  FYDP  were  accelerated  to  that  envi- 
sioned in  the  lease? 

Dr.  Sambur.  Yes  the  Air  Force  has  rigorously  evaluated  the  costs  (then-year,  net 
present  value,  and  base  year  dollars)  for  lease  and  return,  lease  and  buy,  buy  and 
sell,  and  buy  and  keep  under  a  variety  of  schedules  and  financial  and  acquisition 
(multi-year  and  non-multi-year  procurement  assumptions.  The  following  chart  sum- 
marizes four  options  in  then-year  dollars  (millions): 
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Lease  vs  Buy  at  Lease  Delivery  Rate  (non-MVP)  vs 
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and  financial  and  acquisition  (multi-year  and  non-multi-year  procurement) 
assumptions.  The  following  chart  summarizes  four  options  in  then-year 
dollars  (millions): 


Mr.  Hunter.  Did  the  Air  Force  address  the  possibility  of  acquiring  and  converting 
used  aircraft  from  the  commercial  market? 

Dr.  Sambur.  The  Air  Force  assessed  the  availability  of  used  aircraft  that  could 
be  converted  into  tanker  aircraft.  The  assessment  found  insufficient  numbers  of 
tanker  suitable  aircraft  to  meet  requirements.  For  example,  of  the  approximately 
1000  Boeing  767s  produced,  ordered,  or  optioned,  approximately  70  are  in  storage. 
And  of  these,  only  45  are  767-200s,  however,  none  were  heavyweight  767-200ER 
versions  and,  thus,  would  require  extensive  modifications.  Likewise  there  are  only 
56  stored  757s,  which  as  a  class  provides  only  65%  the  refueling  capacity  of  a  KC- 
135R.  The  majority  of  the  stored  767-200  aircraft  had  excessive  use,  averaging  over 
60,000  flight  hours  and  24,000  cycles,  and  would  provide  greatly  reduced  service 
lives  over  new  aircraft.  Purchase  and  conversion  of  these  used  aircraft  is  not  a  via- 
ble strategy  given  low  quantities  of  suitable  aircraft,  reduced  service  life,  high  costs 
of  bringing  to  a  common,  supportable  configuration  and  the  cost  of  tanker  conver- 
sion. 

Mr.  Hunter.  How  does  the  Air  Force  assure  itself  that  it  negotiated  the  best  pos- 
sible terms  and  conditions  possible  under  a  lease  of  this  magnitude — possibly  the 
largest  single  commercial  aircraft  acquisition  transaction  ever  conducted — especially 
considering  that  after  months  of  negotiations  that  had  reportedly  yielded  the  best 
price  possible,  Boeing  dropped  the  price  and  additional  $15  million  per  aircraft? 

Dr.  Sambur.  The  Air  Force  kept  negotiations  open  during  the  entire  Leasing  Re- 
view Panel  process,  a  process  that  resulted  in  a  final  price  of  $131M  (CY02).  We 
reviewed  market  analyses  and  estimates  from  consulting  firms  to  fi-ame  our  nego- 
tiating position.  Further,  under  confidentiality  agreements,  we  have  reviewed  nego- 
tiated deals  between  Boeing  and  one  of  their  best  airline  customers.  From  these,  it 
is  apparent  that  the  AF  deal  is  an  exceptional  value  for  the  Department  and  the 
American  taxpayer.  During  the  final  steps  of  executive  level  negotiations,  however, 
this  value  was  further  verified.  Boeing  assured  us  that  they  have  never  sold  this 
aircraft  for  a  lower  price.  To  reaffirm  the  rock-bottom  price,  Boeing  included  in  the 
lease  contract  a  "most-favored-customer"  clause  stating  that  if  Boeing  sells  com- 
parable aircraft  (up  to  100)  during  the  term  of  the  contract  for  a  lesser  price,  the 
Government  will  receive  an  equitable  adjustment.  To  further  guarantee  the  tax- 
payers receive  a  favorable  deal,  Boeing  has  agreed  to  a  Retum-on-Sales  (ROS)  cap 
of  15%,  whereby,  following  an  audit  of  their  internal  cost  structure  in  2011,  any 
ROS  in  excess  of  15%  in  either  commercial  or  military  manufacturing  centers  will 
be  returned  to  the  Government. 
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Mr.  Hunter.  Did  the  Air  Force  obtain  any  consultant  assistance  in  analyzing  and 
negotiating  this  lease? 

Dr.  Sambur.  Yes,  the  Air  Force  obtained  confidential  financial  advice  fi-om  a  lead- 
ing senior  transportation  expert,  a  leading  consulting  company  in  worldwide  avia- 
tion specializing  in  leased  asset  management,  banking  institutions,  and  a  major  US 
airline. 

Mr.  Hunter.  Did  the  Air  Force  seek  competitive  bids  fi"om  established  aircraft 
leasing  companies  (e.g.,  GE  Capital  and  ILFC)  before  establishing  KC-767A  USAF 
Tanked  Statutory  Trust  2003-L  as  the  aircraft  leaser? 

Dr.  Sambur.  No.  The  way  this  agreement  is  structured,  the  Trust  does  not  make 
a  profit.  The  Trust  will  issue  bonds  on  the  commercial  market,  will  buy  the  aircraft 
fi-om  Boeing,  and  will  lease  them  to  the  Government.  Unlike  commercial  leasing 
companies,  the  Trust  will  not  make  a  profit  but  will  provide  for  the  funds  necessary 
to  pay  bondholders  and  pay  off  the  debt  after  the  sale  of  the  aircraft.  The  lack  of 
profit  margin  results  in  lower  financing  costs.  Further,  any  residual  funds  acquired 
from  the  sale  of  the  aircraft  subsequent  to  lease  termination  would  be  refunded  to 
the  Government  as  an  overpayment 

Mr.  Hunter.  Did  the  Air  Force  seek  competitive  bids  for  the  767  contractor  logis- 
tics support  program  before  selecting  Boeing?  If  not,  why  not? 

Dr.  Sambur.  The  lease  proposal  consists  of  three  major  portions  ~  leasing  the  air- 
frame, integrated  fleet  support  (more  commonly  known  as  contractor  logistics  sup- 
port) and  training.  Using  part  12  of  the  Federal  Acquisition  Regulation,  the  Air 
Force  negotiating  team  evaluated  existing  military  and  commercial  support  concepts 
to  make  certain  the  best  value  will  be  obtained.  Air  Force  and  Boeing  will  leverage 
the  strengths  of  the  military  and  commercial  capabilities  that  are  proven  to  provide 
effective  and  efficient  support  through  a  performance  based  aircraft  availability  con- 
tract. USAF  investment  and  management  of  assets  and  infrastructure  will  be  mini- 
mized. Material  ownership  and  material  management  will  be  the  responsibility  of 
industry.  Boeing  has  developed  strategic  partnerships  that  take  advantage  of  com- 
mercial processes.  These  commercial  processes  are  proven  and  will  lower  cost  and 
maintain  aircraft  availability  to  levels  that  are  obtained  by  the  commercial  airlines. 
The  Air  Force  will  focus  more  on  the  operational  requirements  of  the  KC-767A  mis- 
sion and  less  on  logistics  acquisition  and  management.  Under  Integrated  Fleet  Sup- 
port (IFS),  industry  assumes  more  risk  for  aircraft  and  training  system  availability 
than  on  previous  military  programs.  The  Boeing  IFS  approach  leverages  the 
strengths  of  military  and  commercial  processes  to  provide  the  USAF  with  increased 
availability  with  lower  risk.  The  USAF  will  benefit  from  the  extensive  knowledge 
and  lessons  learned  from  more  than  35  million  767  flight  hours  experienced  by  com- 
mercial airlines  and  customers.  The  USAF  will  benefit  from  the  efficiencies  of  the 
existing  commercial  infrastructure,  including  material  support  that  exists  to  support 
the  more  than  860  767s  in  service  around  the  world.  These  capabilities  will  be  avail- 
able at  a  managed  cost  through  a  fixed  priced  multi-year  contract. 

Mr.  Hunter.  To  what  degree  will  components  of  the  KC-767A  be  built  outside 
the  U.S.?  In  what  countries  are  those  components  built? 

Dr.  Sambur.  As  a  commercial  production  line,  Boeing  does  not  track  information 
as  closely  on  foreign  content  for  767s  as  it  would  be  for  a  military  program.  For  the 
total  value  of  the  aircraft,  the  split  of  domestic  to  foreign  content  is  estimated  to 
be  90%  to  10%.  This  information  is  not  available  by  country  of  origin.  A  number 
of  supplier  decisions  have  not  been  made,  since  the  contract  has  not  been  awarded. 
These  suppliers  will  impact  the  percentage  of  domestic  content. 

Mr.  Hunter.  The  Mission  Needs  Statement  for  FUTURE  AIR  REFUELING  AIR- 
CRAFT states  that  the  Air  Mobility  Command's  priority,  in  the  near-term,  is  to  con- 
tinue with  C-17  acquisition  and  C-5  modernization  to  address  shortfalls  identified 
in  the  Mobility  Requirements  Study-05  and  to  address  refueling  aircraft  shortfalls 
as  airlift  shortfalls  are  met.  Does  the  proposed  KC-767A  lease  reflect  those  prior- 
ities? 

General  Essex.  Yes,  continuing  the  recapitalization  and  modernization  of  our 
strategic  airlift  fleet  is  absolutely  essential  and  must  be  continued.  The  lease  allows 
rapid  delivery  of  the  KC-767  -60  aircraft  to  the  warfighter  within  the  FYDP.  Be- 
cause less  funding  is  needed  under  the  lease  in  the  near-term,  the  Air  Force  can 
balance  priorities  and  continue  with  C-17  acquisition  and  C-5  modernization  while 
jumpstarting  tanker  recapitalization. 

Background — Mission  Needs  Statement  Paragraph  dated  11  Nov  01 

2.5.  Timing  and  Priority.  Air  Mobility  Strategic  Plan  2000  outlines  timing  and  pri- 
ority for  the  air  refueling  mission  area.  Initially,  to  meet  the  current  airlift  shortfall 
as  identified  in  the  Mobility  Requirements  Study  2005,  Air  Mobility  Command's  pri- 
ority is  to  continue  with  C-17  acquisition  and  C-5  modernization  in  the  near-term. 
As  the  airlift  priority  is  met,  AMC  will  begin  to  shift  resources  to  address  the  next 
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air  refueling  platform  in  the  mid-to-long- term.  Air  Mobility  Strategic  Plan  2000  en- 
visions KC-135  aircraft  retirement  beginning  in  2013  with  the  concurrent  fielding 
of  a  replacement  air  refueling  platform.  However,  since  TRS-05  shows  an  air  refuel- 
ing shortfall  now,  definition  of  future  air  refueling  mission  needs  and  examination 
of  opportunities  for  technology  enhancement  must  begin  in  the  near-term. 

Mr.  Hunter.  Given  the  thorough  nature  of  the  periodic  KC-135  Program  Depot 
Maintenance  that  each  aircraft  undergoes,  the  continued  revision  and  expansion  of 
the  standard  PDM  work  package,  and  aggressive  and  periodic  field  maintenance 
and  inspection  programs,  what  conditions  or  events  have  arisen,  especially  since 
September  11,  2001,  to  raise  the  Air  Force  fears  of  fleet-wide  grounding  more  than 
they  were  prior  to  September  11th? 

General  Essex.  The  Air  Force  embarked  upon  an  aggressive  Depot  Improvement 
Plan  which  had  dramatically  reduced  the  unacceptably  high  number  of  tankers  un- 
available to  the  warfighter.  The  fact  remains,  however,  that  the  KC-135  is  suscep- 
tible to  the  effects  of  aging.  It  is  susceptible  to  corrosion,  stress  corrosion  cracking, 
and  the  unexpected  failures  in  parts  of  the  systems  that  cannot  be  inspected.  De- 
spite aggressive  maintenance  and  support  throughout  the  KC-135's  history,  condi- 
tions and  events  have  occurred  to  raise  Air  Force  concerns  about  fleet-wide  ground- 
ing events  and  limitations.  Throughout  the  nineties  and  into  this  decade,  the  discov- 
ery of  con'osion,  revealed  while  aircraft  are  torn  down  during  depot  maintenance, 
had  dramatically  increased-a  major  contributor  to  the  increase  in  depot  mainte- 
nance costs  of  18  percent  compounded  annually  over  the  last  14  years.  And  nearly 
all  of  that  corrosion  is  invisible  to  inspection  during  normal  operations  in  the  field 
or  contingencies.  Numerous  studies  had  predicted  increased  corrosion,  and  experi- 
ence has  exceeded  even  the  most-dire  studies  had  predicted  increased  corrosion,  and 
experience  has  exceeded  even  the  most-dire  predictions.  Several  RAND  studies  be- 
tween 1994  and  1999  raised  concerns,  as  did  a  1996  GAO  study.  The  Economic 
Service  Life  Study  (ESLS)  was  produced  in  2001;  but  its  optimistic  costs  projections 
have  been  overcome  with  dramatic  increases  in  depot  costs.  A  further  review  of  the 
data  in  May  2003,  KC-135E  Business  Case  Analysis,  showed  those  numbers  contin- 
ued to  worsen  and  needed  revision.  ESLS  had  relied  partly  on  a  "Blue  Ribbon 
Panel",  which  predicted  that  life  out  to  2040  is  achievable,  "assuming  aggressive  cor- 
rosion control."  However,  Dr.  Lincoln,  the  Panel  Chair,  also  warned  about  unknowns 
and  concerns,  such  as  "Whether  or  not  corrosion  will  initiate  ...  in  areas  of  the 
KC-135  fuselage  where  we  lack  707  service  data",  and  "current  maintenance  not  ad- 
dressing all  areas  of  hidden  corrosion."  A  major  fleet-wide  event  occurred  in  1999- 
2000,  when  degraded  stabilizer  trim  actuators  were  detected.  This  malfunction  may 
have  contributed  to  the  fatal  loss  of  a  KC-135  aircraft  and  crew  at  Geilenkirchen, 
Germany,  in  January  1999.  Approximately  40  percent  of  the  fleet  was  grounded  as 
a  result  of  this  mishap  between  September  1999  and  February  2000.  If  this  had 
happened  post  9-11,  the  Air  Force  would  have  struggled  significantly  to  meet  com- 
mitments. Today,  the  KC-135Es  are  operating  under  flight  restrictions  due  to  coito- 
sion  and  temperature  damage  to  the  engine  pylons.  In  summary,  fleet-wide 
groundings,  fatal  accidents,  and  operational  limitations  aren't  just  an  unknown 
event  of  the  future.  They've  already  happened,  and  with  the  ravages  of  time,  wear, 
and  environment,  they  are  guaranteed  to  increase  in  probability  and  frequency  in 
the  future,  as  the  KC-135  ventures  further  into  uncharted  territory  as  the  oldest 
fleet  of  hea\fy  jet  aircraft  in  aviation  history.  Since  September  11,  2001,  the  most 
critical  potentially  grounding  event  has  been  the  TF33  engine  strut  restriction  af- 
fecting the  KC-135E  model  fleet.  A  subsequent  inspection  TCTO  (Feb  03)  revealed 
102  of  131  KC-135E  aircraft  with  deficient  engine  struts  requiring  restricted  air- 
craft operations.  The  restrictions  included  decreased  landing  sink  rate  and  no  for- 
mation takeoffs,  no  low  altitude  air  refueling,  and  no  sustained  operation  in  mod- 
erate turbulence.  Interim  repairs  of  the  struts  are  underway  until  a  $2.9M  per  air- 
craft strut  overhaul  is  programmed. 

Mr.  Hunter.  How  was  the  average  annual  KC-767A  utilization  rate  of  750  hours 
established? 

General  Essex.  The  basis  behind  the  utilization  rate  of  the  KC-767  is  calculated 
based  upon  our  currently  accepted  "peacetime"  program  methodologies  we  use  for 
all  of  our  programs.  First,  AMC  concluded  through  our  analysis  that  to  begin  recapi- 
talizing the  Tanker  fleet  our  next  Tanker  should  be  crewed  at  a  2.0  crew  ratio.  This 
crew  ratio  is  what  drives  our  "peacetime"  flying  hour  program.  In  order  to  grow  our 
aircraft  commanders  in  a  method  that  allows  us  to  have  the  right  number  of  crew- 
members  with  the  right  amount  of  experience  at  the  right  time  in  their  careers, 
each  crewmember  should  fly  approximately  25  hours  per  month.  25  hours  per  month 
times  2  crews  is  50  hours  per  month.  50  hours  per  month  times  12  months  is  600 
hours  per  year.  Along  with  ensuring  we  experience  our  pilots  at  the  proper  rate,  we 
must  also  account  for  formal  training,  TWCF,  and  some  program  flexibility  for  con- 
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tingencies.  Recognizing  600  hours  per  aircraft  per  year  represents  the  minimum 
necessary  to  grow  our  crews,  the  negotiating  team  then  looked  at  our  actual  number 
of  hours  flown  by  KC-10  (also  crewed  at  a  2.0)  in  a  pre  and  post  911  environments. 
The  active  duty  KC-10  fleet,  59  TAI,  flew  35,468  hours  in  FYOl  (Pre  9-11)  and  flew 
62,102  hours  in  FY02  (Post  9-11).  That's  an  average  of  601  hours  per  aircraft  per 
year  Pre  9-11  and  an  average  of  1053  hours  per  aircraft  per  year  Post  9-11.  We  ex- 
pect to  operate  this  aircraft  in  a  similar  fashion  to  the  KC-10.  This  is  the  basis  for 
the  negotiated  infrastructure  of  750  flying  hours  as  our  starting  point.  We  can  also 
ramp  the  hours  up  or  down  under  the  provisions  of  the  contract. 

Mr.  Hunter.  When  you  buy  an  aircraft  directly  from  the  manufacturer,  how  do 
you  ensure  that  you  obtain  the  lowest  possible  price  in  negotiations? 

Mr.  Plueger.  1.  As  stated  in  my  prepared  statement,  the  single  most  important 
factor  is  to  establish  competitive  bidding  between  Airbus  and  Boeing  (or  any  com- 
peting airframe  manufacturers)  for  the  order. 

2.  By  ordering  large  quantities  of  aircraft  to  obtain  'volume'  discounts. 

3.  By  comparing  prices  with  our  prior  historical  purchases. 

4.  By  timing  aircraft  purchases  to  coincide  as  much  as  possible  with  a  soft  aircraft 
market.  In  essence,  bujdng  during  a  buyer's  market  as  opposed  to  during  a  seller's 
market. 

5.  By  gathering  as  much  industry  information  as  possible  concerning  the  most  re- 
cent order  pricing  trends. 

Mr.  Hunter.  Do  you  seek  competition  when  selecting  engines,  logistics  support 
(including  maintenance)  and  training? 

Mr.  Plueger.  Yes.  As  I  alluded  to  in  my  prepared  statement,  ILFC  establishes 
competition  for  each  aircraft  order  with  the  engine  manufacturers,  avionics  manu- 
facturers, and  other  suppliers  such  as  seat  manufacturers,  galley  manufacturers, 
wheels,  tires,  and  brake  manufacturers,  and  APU  (auxiliary  power  unit)  manufac- 
turers. Not  all  of  these  items  are  offered  as  a  choice  on  all  airframes.  However, 
when  there  is  a  choice,  a  competition  is  established.  We  do  not  set  up  competition 
for  maintenance,  as  under  the  operating  lease  all  maintenance  is  the  responsibility 
of  the  Lessee.  Training  is  provided  as  an  entitlement  by  each  airframe  manufacturer 
as  part  of  the  order  and  the  quantity  and  dollar  value  of  training  entitlements  is 
a  part  of  the  aircraft  purchase  negotiation. 

Mr.  Hunter.  How  does  competition  affect  your  final  price? 

Mr.  Plueger.  It  is  the  single  most  important  factor  in  obtaining  the  lowest  price. 

Mr.  Hunter.  To  what  extent  does  buying  large  quantities  of  aircraft  produce  a 
substantial  discount? 

Mr.  Plueger.  Buying  large  quantities  has  a  major  impact  on  the  discounts  of- 
fered, however  the  extent  of  the  discount  varies  with  each  order,  with  each  manufac- 
turer, the  marketplace,  the  actual  quantities  being  compared  (for  example,  an  order 
of  10  aircraft  versus  an  order  for  100  aircraft),  and  the  strategic  importance  of  the 
customer  to  the  airframe  manufacturer.  Therefore  it  is  difficult  to  generalize  or  pro- 
vide a  sliding  scale.  I  believe  the  answer  to  this  question  might  be  best  provided 
by  Boeing  or  other  airframe  manufacturers. 

Mr.  Hunter.  What  effect  does  depressed  market  conditions  have  on  the  cost  of 
aircraft? 

Mr.  Plueger.  A  depressed  market  condition  has  a  larger  impact  on  used  aircraft 
prices  than  on  new  aircraft  prices,  however  new  aircraft  prices  are  certainly  im- 
pacted by  market  conditions. 

Again,  there  is  great  variation  based  on  model  type,  aircraft  manufacturer,  and 
strategic  value  of  the  customer.  So  it  is  quite  difficult  to  provide  generalizations  or 
quantified  guidelines.  The  airframe  manufacturers  would  be  able  to  provide  better 
data  or  information  as  to  the  variations  in  concession  levels  offered  on  the  same  air- 
craft model  at  different  points  in  the  marketplace. 

Mr.  Hunter.  How  much  does  a  new  "green"  Boeing  767  typically  lease  for?  Hypo- 
thetically,  how  much,  would  be  a  reasonable  amount  to  pay  per  aircraft  if  you  were 
acquiring  100  767  aircraft  at  one  time? 

Mr.  Plueger.  Commercial  airliners  are  not  leased  "green".  They  are  only  leased 
as  completed,  fully  configured  airliners.  Please  refer  to  my  prepared  statement  for 
the  pricing  guidelines  which  I  provided  not  only  for  aircraft  pricing  but  for  lease 
rates  as  well. 

Mr.  Hunter.  When  you  lease  out  aircraft  do  you  normally  include  the  construc- 
tion financing — if  there  is  any — as  part  of  the  lease  price? 

Mr.  Plueger.  No.  We  simply  obtain  a  security  deposit  (as  discussed  in  my  pre- 
pared statement). 

Mr.  Hunter.  How  do  you  establish  the  residual  price  of  the  aircraft  when  you  sell 
it?  A  product  of  market  forces? 
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Mr.  Plueger.  We  do  not  "establish"  the  residual  price  of  an  aircraft  when  we  sell 
it — the  market  determines  the  value  of  the  aircraft.  The  actual  price  is  commercially 
negotiated  within  the  market  value  range  of  the  aircraft.  We  can  only  decide  wheth- 
er or  not  we  want  to  sell  the  aircraft  for  the  current  market  value  price  range.  Yes 
it  is  a  product  of  market  forces  today. 

Mr.  Hunter.  If  you  were  to  offload  100  combi  aircraft  on  the  market  over  the 
space  of  a  few  years,  what  would  that  do  to  the  residual  price  of  the  aircraft? 

Mr.  Plueger.  If,  by  a  "few"  years,  you  mean  2  years  (possibly  3  years),  the  resid- 
ual (market)  value  would  certainly  suffer. 

Mr.  Hunter.  Do  any  airlines  purchase  the  aircraft  after  pursuing  an  operating 
lease? 

Mr.  Plueger.  Yes. 

Mr.  Hunter.  Are  the  lease  terms  more  favorable  to  the  airline  when  purchasing 
at  the  end  of  the  lease? 

Mr.  Plueger.  Not  necessarily.  It  depends  upon  the  deal  and  the  purchase  option 
price  at  the  end  of  the  lease.  Remember  that,  to  be  classified  as  an  operating  lease, 
the  Lessee  cannot  be  obligated  to  purchase  the  aircraft  at  the  end  of  the  lease,  oth- 
erwise it  becomes  a  capital  or  finance-t)T)e  lease. 

Mr.  Hunter.  What  is  a  typical  aircraft  lease  period? 

Mr.  Plueger.  Please  refer  to  my  prepared  statement  for  elaboration.  However,  on 
new  aircraft,  a  typical  aircraft  lease  period  would  be  4  to  5  years  for  single-aisle 
(narrow  body)  aircraft,  and  6  to  9  years  for  twin-aisle  (wide  body)  aircraft.  However, 
there  is  great  variation  today  in  lease  term. 

Mr.  Hunter.  Does  it  make  sense  to  lease  aircraft  for  a  short  period  even  though 
you  know  you  have  a  long-term  need? 

Mr.  Plueger.  "Make  sense"  is  a  judgement  made  by  each  party  depending  on  the 
unique  facts  and  circumstances.  Also,  what  makes  sense  to  me  might  not  make 
sense  to  you.  Generally,  it  would  not  make  sense  to  lease  for  a  short  period  if  you 
had  along-term  need.  As  stated  in  my  prepared  statement,  the  longer  the  lease 
term,  the  lower  the  lease  rates.  Additionally,  if  you  knew  you  were  going  to  operate 
an  aircraft  for  a  long  period  of  time  then  (just  as  with  any  leased  asset)  it  would 
be  "cheaper"  to  purchase  the  aircraft  IF  YOU  COULD  AFFORD  TO  DO  SO. 

Mr.  Hunter.  Given  the  current  depressed  market,  is  a  strategy  of  creating  a  new 
special  purpose  entity,  and  leasing  aircraft  from  that  entity,  a  sound  approach? 

Mr.  Plueger.  I  do  not  believe  that  creating  a  special  purpose  entity  has  anything 
to  do  with  a  depressed  market.  The  two  are  not  related.  A  special  purpose  entity 
is  normally  used  to  structure  a  transaction  for  particular  reason(s)  in  both  strong 
and  weak  markets.  It  is  a  sound  approach  if  it  meets  the  objectives  of  all  parties. 

I  do  not  have  enough  information  to  render  an  opinion  on  the  particular  structure 
involved  in  the  KC767A  lease  structure  with  the  special  purpose  entity  (Trust).  As 
a  general  comment,  however,  I  can  only  say  that  recovering  90%  of  the  price  of  the 
aircraft  during  a  six  year  lease  is  a  high  recovery  rate  relative  to  the  commercial 
airliner  lease  world  in  the  marketplace  today.  Today,  ILFC  does  not  normally  re- 
cover 90%  (on  a  present  value  basis)  of  its  asset  cost  in  six  years.  However,  I  am 
not  sure  that  commercial  yardsticks  (market  driven)  apply  in  a  specialized  military 
aircraft  program  that  has  no  other  market. 


QUESTIONS  SUBMITTED  BY  MR.  SKELTON 

Mr.  Skelton.  The  report  sent  to  Congress  last  week  indicated  that  a  multiyear 
procurement  of  767  tankers  could  save  $1.9  billion  over  the  lease  deal.  Why  did  the 
Department  not  ask  for  such  a  multiyear  authorization?  Will  the  Department  con- 
sider requesting  such  an  authorization  in  fiscal  2005?  If  not,  why  not?  The  author- 
ization and  appropriation  processes  for  fiscal  2004  are  not  yet  complete.  Would  you 
prefer  that  funding  be  found  for  a  multiyear  instead  of  the  lease? 

Secretary  Wynne.  The  Department  did  not  ask  for  multiyear  authority  because 
a  purchase  requires  billions  of  dollars  more  in  the  FYDP  than  a  lease  and  the  De- 
partment has  pursued  a  goal  of  program  stability  for  its  acquisition  programs. 
Throughout  the  review,  the  Department  assumed  it  would  not  receive  additional  re- 
sources for  tanker  recapitalization,  and  hence  the  resource  reallocation  such  a  pur- 
chase would  require  would  have  caused  us  to  break  or  restructure  many  on-going 
programs.  It  would  be  completely  counter  to  our  goal  and  would  have  resulted  in 
increased  costs  for  the  disturbed  programs.  Without  the  over  $6  billion  additional 
dollars  in  the  Future  Years  Defense  Program  (FYDP)  to  the  Department's  topline, 
that  would  be  needed  to  purchase  even  with  multi-year  authority,  we  wovdd  not  sup- 
port purchase  of  these  aircraft. 
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Mr.  Skelton.  You  say  that  the  choice  is  between  a  lease  that  gets  tankers  soon, 
or  a  purchase  that  gets  them  in  later.  The  Air  Force  report  posited  an  option  that 
would  purchase  at  the  same  rate  as  leasing.  Is  "lease  now"  vs.  "buy  later"  a  false 
choice? 

Secretary  Wynne.  No.  The  Department  has  decided  that  there  is  a  compelling 
case,  based  on  corrosion  and  increasing  depot  costs  for  these  old  aircraft,  to  start 
recapitalizing  the  tanker  fleet  now.  However,  without  significant  increases  to  the 
Department's  funding  topline,  buying  now  is  unaffordable — that  is,  it  would  result 
in  breaking  a  large  number  of  existing,  stable,  well  executing  programs.  As  I  noted 
in  the  answer  to  my  first  question,  such  disruption  goes  against  a  very  successful 
policy  of  the  Department  to  fully  fund  programs  and  then  keep  from  destabilizing 
them  by  reducing  their  funding.  As  a  result  our  options  really  are  to  lease  now  or 
buy  later. 

Mr.  Skelton.  How  and  when  did  the  Department  decide  that  private  ownership 
of  major  weapons  systems  was  permissible? 

Secretary  Wynne.  We  currently  lease  and  operate  supply  and  fast  transport  ships. 
The  Air  Force  is  currently  leasing  Gulfstream  V  aircraft,  redesignated  as  the  C-37, 
to  meet  combatant  commanders'  needs  worldwide.  While  the  KC-767  will  be  pri- 
vately owned,  the  Air  Force  will  operate  and  have  full  control  of  the  aircraft  until 
expiration  of  the  lease  terms. 

Mr.  Skelton.  What  other  tj^^es  of  systems  could  be  eligible  for  leasing?  Do  they 
have  to  be  commercial  derivative  systems?  The  Coast  Guard  is  reported  to  be  inter- 
ested in  using  the  tanker  case  as  a  precedent  for  leasing  Global  Hawk  UAVs.  Does 
the  Department  have  a  position  on  such  a  deal? 

Secretary  Wynne.  The  Department  issued  direction  on  the  Multiyear  Leasing  of 
Capital  Assets,  in  a  November  2001  memorandum.  The  memorandum  encourages 
the  use  of  multiyear  leases  as  a  means  of  acquiring  capital  assets  where  it  makes 
good  business  sense.  The  Department  also,  in  that  same  memorandum,  established 
a  Leasing  Review  Panel  whose  purpose  is  to  review  all  lease  proposals  projected  to 
cost  a  total  of  $250  million  or  more  over  the  life  of  the  lease.  The  purpose  of  the 
panel  is  to  thoroughly  review  such  leasing  proposals  and  make  its  recommendation 
to  the  appropriate  acquisition  decision  authority.  Any  system  for  which  a  good  busi- 
ness case  can  be  made  would  be  eligible  for  leasing  and  would  be  considered  by  the 
Leasing  Review  Panel.  We  are  not  aware  of  such  a  Coast  Guard  proposal  and  there- 
fore would  not  have  a  position  on  such  a  deal. 

Mr.  Skelton.  Why  are  preferred  rate  bonds  in  the  leasing  entity  being  reserved 
for  purchase  by  the  manufacturers? 

Secretary  Wynne.  The  B  bonds,  expected  to  be  high  yield,  are  not  being  reserved 
for  the  manufacturers.  It  was  in  the  Air  Force's  best  interest  to  ask  the  manufactur- 
ers to  offer  a  bid  (both  Boeing  and  the  engine  manufacturer  each  bidding  for  around 
30%  of  the  bond  amount)  on  these  bonds  to  send  a  signal  to  the  investors  that  even 
the  manufacturers  have  confidence  in  the  evaluation  of  risk  in  the  arrangement  to 
offer  their  corporate  money  as  an  investment.  Boeing  and  the  engine  manufacturer 
will  only  participate  in  the  end  if  their  good  faith  bid  is  needed  to  "fill  the  book" 
at  the  lowest  rate  to  the  government.  They  provide  the  Air  Force  a  backstop  for  this 
financing.  This  results  in  a  lower  interest  rate  for  the  government. 

Mr.  Skelton.  Normally,  operating  leases  are  paid  for  out  of  operations  and  main- 
tenance budgets,  and  capital  acquisitions  from  procurement  funds.  Why  do  you 
think  it  appropriate  for  this  lease  to  be  paid  out  of  procurement  funds? 

Secretary  Wynne.  Section  8117  of  the  Department  of  Defense  Appropriations  Act, 
2003  expressly  provided  the  Department  with  the  authority  to  fund  the  lease  of 
these  aircraft  from  appropriations  available  for  operation  and  maintenance  or  for 
lease  or  procurement  of  aircraft.  Because  the  lease  initiates  a  long-term  tanker  re- 
capitalization program  within  the  Air  Force,  it  is  considered  more  appropriate  to 
fund  the  lease  within  Aircraft  Procurement,  Air  Force.  Accordingly,  the  Department 
currently  plans  to  charge  the  lease  of  the  KC-767A  tanker  to  the  Aircraft  Procure- 
ment, Air  Force  account. 

Mr.  Skelton.  Why  is  this  lease  for  100  aircraft?  Why  not  lease  fewer  and  request 
a  multiyear  procurement  for  the  rest? 

Secretaiy  Wynne.  Congress  asked  us  to  evaluate  the  feasibility  of  a  multi-year 
lease  of  up  to  100  aircraft.  To  obtain  the  lowest  possible  unit  cost,  it  was  prudent 
to  exercise  the  multi-year  lease  authority  immediately  for  the  full  100  aircraft.  This 
guarantees  the  Air  Force  the  best  price  and  savings  to  the  taxpayers  from  the  incep- 
tion. If  the  Department  were  to  purchase  the  aircraft  and  Boeing  were  to  deliver 
them  on  the  same  schedule  as  the  lease  program,  the  Department  would  require  bil- 
lions of  dollars  more  in  the  Future  Years  Defense  Program  (FYDP).  Since  we  have 
pursued  a  goal  of  program  stability,  such  a  reallocation,  which  would  have  caused 
us  to  break,  or  restructure  many  on-going  programs,  would  be  completely  counter 
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to  our  goal  and  would  have  resulted  in  increased  costs  for  the  disturbed  programs. 
Consequently,  leasing  the  full  100  aircraft  proved  to  be  the  most  prudent  option. 

Mr.  Skelton.  The  authorization  and  appropriations  processes  for  fiscal  2004  are 
not  yet  complete.  Would  you  prefer  that  funding  be  found  for  a  multiyear  instead 
of  the  lease? 

Dr.  Sambur.  In  our  hands  today,  we  have  a  negotiated  contract  for  an  operating 
lease  that  allows  us  to  field  a  new  weapon  system,  beginning  the  replacement  of 
an  aged  fleet  at  an  accelerated  rate  while  staying  within  the  Air  Force's  budget  line. 
It  minimizes  funding  and  schedule  impacts  to  ongoing  and  planned  programs  and 
stays  within  our  financial  means,  yet  delivers  60  aircraft  by  FY09.  The  price,  nego- 
tiated as  part  of  the  lease,  is  guaranteed  to  be  the  lowest  offered  by  the  manufac- 
turer through  unprecedented  concessions.  This  lease  also  provides  the  Congress 
flexible  purchase  authority,  allowing  buy-out  of  the  lease  at  any  point  with  addi- 
tional legislation.  We  do  not  have  such  an  agreement  or  negotiated  contract  for  a 
multiyear  purchase.  At  this  point,  reopening  negotiations  will  delay  the  delivery 
schedule  and  may  result  in  higher  costs  to  the  Government.  As  a  general  rule,  how- 
ever, if  the  Department's  budget  was  increased  (we  need  in  excess  of  $11B  more  in 
the  FYDP)  and  multiyear  direct  purchase  authority  was  granted,  it  would  be  easier 
to  pass  a  traditional  procurement. 

Mr.  Skelton.  Why  did  the  Air  Force's  report  on  the  lease  compare  the  cost  of 
leasing  tankers  for  six  years  against  the  cost  of  buying  them  and  then  selling  after 
six  years?  Under  what  circumstances  would  the  Air  Force  sell  the  tankers  after  six 
years? 

Dr.  Sambur.  Due  to  the  statute  that  directed  this  lease  indicating  that  this  was 
to  be  an  operating  lease  and  in  no  way  could  obligate  the  government  to  purchase 
the  assets,  we  felt  it  would  be  presumptuous  to  assume  Congress  would  change  its 
mind  for  this  analysis.  In  a  real  world,  after  purchasing  a  large  number  of  highly- 
capable,  mission-critical  aircraft,  it  would  be  highly  unlikely  that  the  Air  Force 
would  want  to  sell  them.  In  present  value  terms,  however,  the  results  on  the  A-94 
analysis  are  the  same  (less  than  1%  of  the  program),  whether  the  aircraft  are  re- 
turned or  maintained  in  the  inventory  for  both  sides  of  the  equation. 

Mr.  Skelton.  Along  the  same  lines,  why  doesn't  the  report  include  the  cost  of 
buying  the  tankers  after  the  lease? 

Dr.  Sambur.  The  Air  Force  did  not  want  to  presuppose  future  Congressional  direc- 
tion. The  legislation  that  directed  us  to  negotiate  this  lease,  stipulated  that  this  be 
an  operating  lease.  The  Air  Force  complied  with  the  statute,  in  that  this  contract, 
in  no  way,  obligates  the  Air  Force  or  Congress  to  purchase  these  aircraft.  The  statu- 
tory authority  under  which  the  Government  will  enter  into  this  contract  does  not 
allow  the  Government  to  purchase  the  aircraft.  However,  Boeing  and  the  Trust  have 
granted  the  Government  the  right  to  acquire  title  to  some  or  all  of  the  aircraft  at 
any  time  should  Congress  authorize  such  a  purchase  and  provide  budget  authority 
in  advance  through  appropriations  acts.  Projected  costs  for  such  an  action  have  been 
provided  to  all  defense  committees  and  are  part  of  the  contract  should  we  be  grant- 
ed permission  to  buy. 

Mr.  Skelton.  What  is  your  estimate  of  the  chance  the  Air  Force  would  not  buy 
the  tankers  after  the  lease  ends?  Is  there  reason  to  believe  the  requirement  for 
tankers  will  diminish? 

Dr.  Sambur.  We  have  no  indication  that  our  tanker  requirement  will  decrease.  In 
fact,  if  the  last  two  conflicts  are  any  indication  of  the  future,  our  nation  is  becoming 
more  dependent  on  this  capability.  It  is  highly  likely  that  the  Air  Force  would  desire 
to  purchase  these  aircraft  at  the  end  of  the  lease  term,  assuming  the  aircraft  per- 
form as  well  as  we  expect.  The  Air  Force,  however,  cannot  purchase  these  aircraft 
at  any  point  unless  Congress  passes  additional  legislation. 

Mr.  Skelton.  How  did  the  Air  Force  decide  to  acquire  100  aircraft  in  this  deal? 
Why  not  50  or  99? 

Dr.  Sambur.  The  KC-767  will  replace  all  of  the  currently  flying  KC-135Es  (133 
total).  To  compare  capabilities,  the  Air  Force  uses  "KC-135R-model  equivalents",  a 
normalized  measure  to  relate  the  operational  offload  capability  of  its  tankers.  The 
KC-135E  has  a  0.84  R-model  equivalence,  so  133  E-models  equal  111.7  R-models. 
The  KC-767  will  have  a  1.1  R-model  equivalence;  thus  100  KC-767s  equates  to  110 
R-models — a  rough  equivalence.  Therefore,  the  Air  Force  plans  to  lease  the  full 
number  allowed  by  Section  8159  (100). 

Mr.  Skelton.  How  many  767's  does  your  company  own? 

Mr.  Plueger.  58  owned  (we  also  manage  2  more  under  contract). 

Mr.  Skelton.  What  is  a  4500  hour  B767-200ER  worth  on  the  market  today? 

Mr.  Plueger.  I  believe  the  last  B767-200ER  was  delivered  into  the  commercial 
marketplace  in  1994.  The  767-200ER  has  been  replaced  by  the  B767-300ER  and 
by  the  B767^00ER.  While  4500  hours  would  be  deemed  very,  very  low  (by  commer- 
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cial  standards)  you  must  not  only  look  at  hours,  but  also  at  the  number  of  cycles 
on  the  aircraft  as  well  as  its  age  (from  date  of  manufacture)  as  well  as  the  condition 
of  the  aircraft,  engines,  components,  etc. 

However,  as  a  broad  estimate,  a  B767-200ER  built  in  1994,  in  commercial  airline 
passenger  configuration,  with  4500  hours  on  it,  would  probably  be  worth  about  $25- 
$30  million  today.  Negative  market  factor:  fewer  airlines  today  would  want  the 
B767-200ER  as  the  aircraft  is  out  of  production  and  the  model  has  been  surpassed 
by  the  B767-300ER  and  -^OOER.  Positive  market  factor:  very  low  time  airframe 
(4500  hours)  and,  although  the  -200ER  carries  less  passengers,  it  has  greater  range 
than  the  B767-300ER. 

Mr.  Skelton.  Would  your  company  rather  buy  a  converted  Air  Force  tanker  than 
a  similar  time  767  airliner  from  storage?  Why? 

Mr.  Plueger.  We  would  prefer  the  767  airliner  because  it  was  used  and  config- 
ured as  an  airliner.  We  do  not  know  the  extent  of  modifications  that  would  have 
to  be  made  to  a  tanker,  and  we  do  not  know  if  a  converted  tanker  would  have 
weight  penalties  (i.e.,  some  of  the  structure  needed  to  put  in  the  extra  fuel  might 
not  be  able  to  be  removed,  and  this  would  mean  a  weight  penalty,  and  therefore 
less  payload  capability).  Furthermore,  an  airline  probably  would  not  want  to  deal 
with  any  added  costs  that  might  be  associated  with  unique  inspections,  maintenance 
procedures,  or  modifications  that  are  unique  to  a  tanker  converted  aircraft. 

Mr.  Skelton.  Would  your  company  want  to  be  the  lessor  under  the  terms  of  this 
deal? 

Mr.  Plueger.  To  answer  that  question  we  would  have  to  know  more  about  the 
aircraft. 

For  example,  I  was  told  at  the  hearing  that  the  aircraft  is  actually  a  hybrid  767- 
200ER  that  has  a  number  of  features  and  components  of  the  new  B767-400ER. 
This,  in  and  of  itself,  makes  the  aircraft  unique,  and  that  probably  makes  it  a  tough 
sell  to  commercial  airlines.  Also,  as  was  stated  in  my  prepared  statement,  we  do 
not  know  if  the  aircraft  can  truly  be  de-modified  to  a  freighter  or  passenger  configu- 
ration without  weight  or  operating  penalties.  So,  while  it  is  commercially  attractive 
to  recover  90%  of  the  value  of  the  aircraft  on  a  present  value  basis  over  a  six  year 
lease  period,  it  may  be  difficult  to  realize  the  small  remaining  residual  value  at  a 
profit.  We  also  would  not  want  the  ability,  in  a  specialized  aircraft,  for  the  Lessee 
(Air  Force)  to  be  able  to  terminate  all  of  the  aircraft  leases  with  one  year  notice. 
While  that  risk  is  very  remote  as  a  practical  matter,  it  represents  a  significant  risk 
to  the  ability  to  recover  90%  of  your  cost  during  the  6  year  lease. 

Mr.  Skelton.  Do  you  capitalize  your  leases  on  the  commercial  market?  How?  How 
do  your  rates  of  return  compare  with  those  being  offered  in  the  bonds  proposed  for 
this  deal? 

Mr.  Plueger.  I'm  not  sure  what  you  mean  by  this.  We  do  not  capitalize  our 
leases.  They  are  operating  leases.  We  do,  of  course,  capitalize  the  aircraft  on  our 
balance  sheet  as  assets.  If  you  mean  do  we  sell  our  leases  on  the  commercial  mar- 
ket, the  answer  is  that  we  sell  AIRCRAFT  with  the  leases  attached  to  other  leasing 
companies  or  to  investors.  We  do  not  sell  just  our  lease  stream  of  payments  ('factor- 
ing') in  the  market. 

I  do  not  know  what  rates  are  contemplated  for  the  bonds  that  the  Trust  will  issue 
for  this  deal.  The  only  description  is  that  the  Trust  ".  .  .  will  issue  bonds  on  the 
commercial  market  based  on  the  strength  of  the  lease  contract  with  the  Government 
.  .  ."  This  would  indicate  some  spread  over  U.S.  treasuries,  for  example.  I  believe 
I  heard  you  say  at  the  hearing  that  "the  bonds  would  cost  4-5%  more  than  the  gov- 
ernment would  have  to  pay."  If  so,  this  would  be  consistent  with  a  broad  average 
rate  of  return  on  our  lease  transactions  in  the  market  today  (although  there  is  con- 
siderable variation  over  many  transactions). 


QUESTIONS  SUBMITTED  BY  MR.  HAYES 

Mr.  Hayes.  This  past  April,  I  wrote  to  Sec.  Pete  Aldridge  expressing  my  concerns 
about  DoD  compliance  with  the  Berry  Amendment  and  the  market  basket  approach 
for  the  items  such  as  specialty  metal.  You  responded  to  me  that  this  approach,  de- 
sired by  the  Secretary,  "enumerates  situations  where  defense  suppliers  must  utilize 
domestic  specialty  metals  at  all  levels  of  their  supply  chain." 

As  you  know,  the  approach  taken  in  the  House  version  of  the  National  Defense 
Authorization  Bill  for  FY04  with  respect  to  the  tanker  lease  program  is  the  same 
approach  advocated  by  your  department.  Can  you  still  support  this  market  basket 
methodology  for  the  lease  program  and  if  not,  please  explain  to  me  why  the  Depart- 
ment of  Defense  is  not  supporting  their  original  request? 
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Secretary  Wynne.  The  Department  continues  to  support  its  original  request.  Our 
goal,  in  the  proposal  that  we  sent  to  Congress,  was  to  clarify  and  streamline  the 
requirements  of  10  U.S.C.  2.533a  (often  referred  to  as  the  Berry  Amendment).  The 
House  of  Representatives  and  the  Senate  each  passed  their  own  version  of  the  Na- 
tional Defense  Authorization  Act  for  Fiscal  Year  2004  and  each  version  proposes 
changes  to  the  Berry  Amendment.  The  House  version  has  additional  provisions,  in- 
cluding those  dealing  with  machine  tools  and  the  requirement  to  procure  specified 
items  from  manufacturers  that  are  part  of  the  national  technology  and  industrial 
base.  Because  the  resulting  legislation  will  have  a  significant  impact,  the  Depart- 
ment is  keenly  interested  in  the  results  of  the  work  of  the  House  and  Senate  con- 
ferees. We  hope  whatever  changes  are  enacted  will  result  in  a  statute  that  can  be 
efficiently  applied  and  enforced,  will  protect  the  defense  industrial  base,  and  will  be 
consistent  with  the  principles  established  in  negotiated  agreements  with  our  coun- 
terparts in  other  countries  regarding  mutual  cooperation  in  defense  procurement. 

Mr.  Hayes.  Also,  do  you  intend  for  the  tanker  lease  program  to  be  one  of  the  situ- 
ations where  "defense  suppliers  must  utilize  domestic  specialty  metals  at  all  levels 
of  their  supply  chain"  as  you  stated  in  your  reply  to  me? 

Secretary  Wynne.  The  tanker  program  would  be  subject  to  the  restrictions  in  sec- 
tion 2533a  of  title  10,  United  States  Code  (commonly  referred  to  as  the  Berry 
Amendment),  if  not  for  the  provisions  of  section  308  of  the  2002  Supplemental  Ap- 
propriations Act,  P.L.  107-206.  The  Air  Force  and  the  Office  of  the  Secretary  of  De- 
fense have  given  fullest  consideration  to  public  laws  establishing  domestic  source 
preferences  in  defining  the  KC-767  pilot  lease  program.  The  Berry  Amendment  ap- 
plies to  acquisitions  involving  both  "funds  appropriated  or  otherwise  available  to  the 
Department  of  Defense,"  and  commercial  items.  Therefore,  since  lease  definition  ac- 
tivities began  with  the  enactment  of  section  8159  of  the  Department  of  Defense  Ap- 
propriations Act,  2002,  P.L.  107-117,  in  December  2001,  implementation  of  Berry 
Amendment  source  restrictions,  particularly  for  specialty  metals,  was  a  priority. 
However,  section  308  of  the  2002  Supplemental  Appropriations  Act  provided  that 
section  2533a  of  title  10  does  not  apply  to  the  acquisition  or  sustainment  of  the 
leased  aircraft.  As  a  result,  the  current  contractual  framework  does  not  include  any 
of  the  Departmental  clauses  that  implement  the  Berry  Amendment. 

Mr.  Hayes.  If  the  Air  Force  were  to  directly  purchase  a  new  fleet  of  tankers  or 
retool  the  engines  on  the  KC-135  fleet,  the  Air  Force  would  be  subject  to  Depart- 
ment of  Defense  domestic  sourcing,  requirements  and  the  Berry  Amendment.  This 
program  is  unique  in  that  it  is  a  lease,  with  an  eventual  purchase,  but  also  acquires 
a  commercial  item.  In  planning  and  developing  the  lease  program,  which  has  been 
ongoing  for  the  past  several  years,  what  consideration  if  any  did  the  Air  Force  and 
OSD  give  to  such  a  domestic  sourcing  laws?  How  did  the  Air  Force  and  OSD  intend 
to  comply  with  existing  statute? 

Secretary  Wynne.  The  Air  Force,  and  the  Office  of  the  Secretary  of  Defense  have 
given  fullest  consideration  to  public  laws  establishing  domestic  source  preferences 
in  defining  the  KC-767  pilot  lease  program.  The  Berry  Amendment,  10  U.S.C. 
2533a,  applies  to  acquisitions  involving  both  "funds  appropriated  or  otherwise  avail- 
able to  the  Department  of  Defense,"  and  commercial  items.  Therefore,  since  lease 
definition  activities  began  with  the  enactment  of  section  8159  of  the  Department  of 
Defense  Appropriations  Act,  2002,  P.L.  107-117,  in  December  2001,  implementation 
of  Berry  Amendment  source  restrictions,  particularly  for  specialty  metals,  was  a  pri- 
ority. However,  section  308  of  the  Department  of  Defense  supplemental  appropria- 
tions act  for  Fiscal  Year  2002,  P.L.  107-206,  provided  that  section  2533a  of  title  10 
does  not  apply  to  the  acquisition  or  sustainment  of  the  leased  aircraft.  As  a  result, 
the  current  contractual  framework  does  not  include  any  of  the  Departmental  clauses 
that  implement  the  Berry  Amendment. 

Mr.  Hayes.  If  the  Air  Force  were  to  directly  purchase  a  new  fleet  of  tankers  or 
retool  the  engines  on  the  KC-135  fleet,  the  Air  Force  would  be  subject  to  Depart- 
ment of  Defense  domestic  sourcing  requirements  and  the  Berry  Amendment.  This 
program  is  unique  in  that  it  is  a  lease,  with  an  eventual  purchase,  but  also  acquires 
a  commercial  item.  In  planning  and  developing  the  lease  program,  which  has  been 
ongoing  for  the  past  several  years,  what  consideration  if  any  did  the  Air  Force  and 
OSD  give  to  such  domestic  sourcing  laws?  How  did  the  Air  Force  and  OSD  intend 
to  comply  with  existing  statue? 

Dr.  Sambur.  The  Air  Force  has  given  fullest  consideration  to  public  laws  estab- 
lishing domestic  source  preferences  in  defining  the  KC-767  pilot  lease  program.  The 
Berry  Amendment,  10  U.S.C.  2533a,  applies  to  acquisitions  involving  both  "funds 
appropriated  or  otherwise  available  to  the  Department  of  Defense,"  and  commercial 
items.  Therefore,  since  lease  definition  activities  began  with  the  enactment  of  Sec- 
tion 8159  of  P.L.  107-117  in  December  2001,  implementation  of  Berry  Amendment 
source  restrictions,  particularly  for  specialty  metals,  was  a  priority  for  the  Air  Force. 
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However,  in  Section  308  of  P.L.  107-206,  Congress  clarified  that  10  U.S.C.  2533a 
does  not  apply  to  the  acquisition  or  sustainment  of  the  leased  aircraft.  As  a  result, 
the  current  contractual  framework  properly  does  not  include  any  of  the  Depart- 
mental clauses,  which  implement  the  Berry  Amendment.  In  the  event  that  Congress 
rescinds  Section  308  of  P.L.  107-206,  the  Air  Force  is  prepared  to  implement  any 
specific  new  legislation  on  KC-767  sourcing  restrictions  or  to  ensure  that  the  lease 
contract  meets  the  requirements  of  10  U.S.C.  2533a.  It  is  important  to  recognize 
that  10  U.S.C.  2533a  currently  allows  the  Secretary  of  the  military  department  to 
designate  exceptions  when  items  are  not  available  as  and  when  needed  at  U.S.  mar- 
ket prices.  The  exercise  of  such  authority  for  the  lease,  should  it  become  necessary, 
would  be  consistent  with  the  law. 

Mr.  Hayes.  The  Air  Force  Report  to  Congress  notes  that,  under  the  OMB's  Busi- 
ness Case  Analysis,  the  tEixpayer  will  pay  $150  million  more  (total,  not  per  aircraft) 
to  lease  these  100  aircraft  than  they  would  to  procure  the  aircraft  directly.  This 
amounts  to  a  difference  of  less  that  1%.  However,  a  footnote  to  the  Air  Force  report 
says  that,  under  certain  circumstances,  the  lease  deal  could  be  "up  to  $1.9  billion" 
more  expensive  than  leasing.  Can  you  explain  what  assumptions  would  need  to  hold 
true  to  get  to  $1.9  billion  difference? 

Dr.  Sambur.  There  are  four  assumptions  that  would  have  to  hold  true  where  the 
lease  could  be  up  to  $1.9B  more  expensive  than  purchasing  as  compared  to  the  Air 
Force  baseline  analysis  that  leasing  is  $0.15B  more  expensive.  ^ 

The  four  assumptions  are  as  follows: 

1.  Multiyear  authority  for  a  purchase:  The  Air  Force  baseline  analysis  as- 
sumes that  if  we  were  to  purchase  the  planes,  we  would  not  be  granted  multiyear 
authority  at  program  start.  It  would  be  unprecedented  to  assume  that  we  would 
have  that  authority.  The  price  of  the  planes  for  the  hypothetical  purchase  therefore 
reflects  the  economic  inefficiencies  of  a  nonmultiyear  procurement.  If  we  were  to  as- 
sume multiyear  authority  for  the  purchase,  the  purchase  costs  would  decrease  by 
about  $0.9B-$1.0B. 

2.  Progress  payment  calculation:  Progress  payments  for  the  hypothetical 
purchase  are  calculated  against  the  delivered  price.  It  could  be  argued  that  this 
method  of  calculation  overstates  inflation  in  the  purchase  cost. 

For  purely  illustrative  purposes,  consider  the  price  of  the  product  to  be  $130  in 
today's  dollars  and  $150  three  years  from  now  at  delivery.  Now,  suppose  we  agree 
to  put  10%  down  at  the  time  of  order.  The  standard  commercial  practice  is  that  the 
10%  down  would  be  applied  to  the  $150  delivered  price  for  an  initial  payment  of 
$15.  The  "traditional"  procurement  approach  within  the  Department  of  Defense, 
however,  would  dictate  that  the  percentage  be  applied  to  the  price  in  today's  terms 
for  a  payment  of  $13.  So  if  we  were  to  apply  similar  "traditional"  logic  to  the  hypo- 
thetical purchase  in  the  767  business  case  analysis  then  the  purchase  would  be 
about  $500M  to  $600M  lower. 

Note  however  that  this  is  a  commercial  FAR  Part  12  acquisition.  The  purchase 
payments  for  the  hypothetical  purchase  are  modeled  in  the  AF  baseline  analysis  as 
would  be  expected  in  a  commercial  procurement.  Thus  the  method  for  purchase  pay- 
ment calculation  is  methodologically  consistent  with  commercial  pricing  in  general 
and  with  lease  pricing  methodology  for  this  particular  transaction. 

3.  Progress  Payment  Percentages:  During  the  course  of  our  review,  it  was 
argued  that  the  progress  payment  percentages  used  to  calculate  payment  outlays  on 
the  purchase  artificially  front-load  the  purchase.  Historic  average  outlay  rates  for 
the  Department  of  Defense  were  used  to  perform  a  sensitivity  analysis  and  this  gen- 
erated about  a  $100M-$200M  decrease  in  the  buy  costs.  As  in  the  previous  case,  this 
provides  an  anal3^ical  sensitivity;  however,  the  use  of  average  outlay  rates  is  not 
consistent  with  what  Boeing  and  the  AF  have  used  to  model  Boeing's  cash  flow  re- 
quirements if  the  AF  were  to  purchase  these  planes  from  them  at  the  outset. 

4.  Insurance:  When  the  Air  Force  leases  these  planes,  it  must  obtain  commer- 
cial insurance.  If  the  AF  were  to  purchase  these  planes,  it  would  not  obtain  commer- 
cial insurance  but  would  rather  self-insure.  As  such,  there  are  no  explicit  insurance 
costs  for  a  purchase;  however,  0MB  Circular  A-94  dictates  that  in  a  lease  versus 
buy  analysis  that  we  impute  the  cost  of  insurance  if  we  purchase.  In  the  Air  Force 
baseline  analysis,  the  insurance  costs  imputed  to  the  purchase  were  assumed  to  be 
the  same  as  if  on  the  lease  in  other  words  insurance  costs  were  considered  a  wash 
cost.  During  the  course  of  our  review  it  was  argued  that  insurance  imputed  on  the 


•  Please  note  that  these  assumptions  all  involve  how  the  hypothetical  purchase  should  be  mod- 
eled. TTiere  has  been  some  confusion  in  various  reports  that  imply  that  the  AF  underestimated 
actual  lease  by  up  to  $1.9B  when  in  fact  these  assumptions  all  involve  the  estimation  of  the 
purchase.  In  other  words,  a  change  in  these  assumptions  drive  the  hypothetical  buy  lower;  they 
don't  drive  the  actual  lease  higher. 
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purchase  should  not  include  the  premium  that  we  would  pay  for  commercial  insur- 
ance. As  an  analytical  sensitivity,  we  decremented  expected  commercial  insurance 
costs  by  approximately  30%  (to  remove  the  commercial  costs)  thus  lowering  the  esti- 
mated cost  of  a  purchase  by  less  than  $100M. 

Please  note  two  things:  1)  the  AF  baseline  analysis  that  considers  insurance  costs 
a  wash  is  consistent  with  the  recent  737  lease  versus  purchase  analysis;  2)  In  the 
final  stages  of  negotiations  with  Boeing,  the  AF  negotiated  an  option  where  it  could 
self-insure  to  a  large  extent  even  on  the  leased  planes.  As  a  result,  the  unique  com- 
mercial insurance  requirements  for  the  leased  planes  become  almost  negligible  and 
this  analytical  excursion  becomes  moot. 

Bottom  line:  For  the  hypothetical  purchase  to  be  considered  $1.9B  less  ex- 
pensive, each  of  the  assumptions  described  above  would  change. 

Mr.  Hayes.  One  of  the  assumptions  in  getting  to  the  $1.9B  number  is  that  the 
program  would  have  Multi-Year  Program  approval  from  the  start  of  the  program. 
To  the  best  of  your  knowledge,  has  DoD  ever  requested  or  Congress  ever  authorized 
a  multi-year  procurement  at  the  outset  of  a  new  program?  Is  this  unprecedented? 
If  the  Air  Force  were  to  directly  procure  100  767  tanker  aircraft,  what  results  would 
this  produce,  both  in  terms  of  cost  and  readiness? 

Dr.  Sambur.  Sir,  to  my  knowledge,  the  Department  has  never  requested  nor  has 
Congress  ever  authorized  a  multi-year  procurement  at  the  outset  of  a  new  oper- 
ational aircraft  program,  particularly  for  a  program  of  the  size  and  complexity  of 
the  KC-767A  Lease  Program.  It  would  be  unprecedented  and  inconsistent  with  cur- 
rent policy  for  Congress  to  approve  such  a  request. 

If  the  Air  Force  were  directed  to  procure  100  KC-767A  aircraft  through  a  typical 
acquisition  program  in  lieu  of  the  lease,  program  initiation  would  likely  slip  at  least 
one  year  as  a  new  contract  to  purchase  is  negotiated.  It  is  also  likely  that  the  cur- 
rently negotiated  pricing  and  considerable  contractual  guarantees  might  not  be  so 
easily  achieved  again.  I  would  expect  that,  under  a  typical  acquisition  strategy,  as 
has  been  demonstrated  historically,  the  aircraft  would  end  up  costing  the  taxpayers 
more  than  current  projections  and  that  deliveries  would  slip.  This  would  adversely 
affect  operational  risk  by  driving  extended  reliance  on  the  aging  KC-135  fleet.  Fur- 
ther, the  fiscal  demands  of  a  typical  procurement  would  have  serious  ramifications 
to  currently  budgeted  and  planned  defense  programs  unless  billions  of  additional 
dollars  were  made  available. 


QUESTIONS  SUBMITTED  BY  MR.  CALVERT 

Mr.  Calvert.  One  of  the  assumptions  in  getting  to  the  1.9B  number  is  that  the 
program  would  have  Multi-Year  Program  approval  from  the  start  of  the  program. 
To  the  best  of  your  knowledge,  has  DoD  ever  requested  a  multi-year  procurement 
at  the  outset  of  the  new  program?  Would  such  a  request  be  without  precedent? 

Secretar>-  Wynne.  To  the  best  of  my  knowledge,  this  would  be  the  first  time  that 
DoD  has  requested  authority  to  enter  into  a  multi-year  procurement  at  the  outset 
of  a  new  program.  On  the  F/A-18E/F  program,  the  Navy  initiated  a  multi-year  pro- 
curement for  the  first  five  lots  of  full-rate  production,  from  Fiscal  Year  2000  through 
Fiscal  Year  2004.  Unlike  the  KC-767,  the  F/A-18E/F  was  built  on  another  program, 
incorporating  many  of  the  features  of  the  F/A-18C/D  aircraft.  The  F/A-18E/F  pro- 
gram differs  from  the  tanker  program  in  another  important  respect.  The  F/A-18E/ 
F  program  began  at  Milestone  II,  and  moved  through  engineering  and  manufactur- 
ing development  and  low-rate  initial  production  before  the  milestone  decision  au- 
thority approved  entry  into  full-rate  production.  For  these  reasons,  we  don't  believe 
that  the  F/A-18E/F  program  sets  the  precedent  for  multi-year  procurement  of  tank- 
er aircraft. 

Mr.  Calvert.  I  understand  that  the  Air  Force  believes  that  beginning  to  retire 
its  KC-135Es  as  soon  as  possible  will  result  in  significant  cost  savings  for  two  im- 
portant reasons.  First,  the  operating  costs  of  a  newer,  more  efficient  aircraft  such 
as  the  767  tankers  are  considerably  lower  than  those  of  the  KC-135Es.  Second,  by 
retiring  KC-135Es,  the  taxpayer  will  not  have  to  pay  for  the  expensive  mainte- 
nance, upgrades,  and  modifications  that  will  be  increasingly  necessary  to  keep  these 
aircraft  flying.  It  would  seem,  then,  that  the  Air  Force  is  arguing  that  there  is  a 
fiscal  benefit  to  the  American  taxpayer  from  this  lease  proposal — and  a  cost  associ- 
ated with  not  proceeding  with  retirement  of  the  KC-135Es.  Is  that  correct? 

Dr.  Sambur.  This  would  be  a  fair  way  to  characterize  the  Air  Force  case.  On  the 
one  hand,  the  KC-767  offers  operational  advantages  such  that  it  will  be  used  to  a 
much  greater  extent  than  the  KC-135s,  particularly  the  E-models.  Considering  this 
usage,  the  KC-767  costs  (on  a  total  cost  per  hour  basis)  are  considerably  lower  than 
those  of  the  KC-135. 
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As  a  corollary,  the  KC-135  is  an  aging  platform.  Any  upgrades  or  modifications 
to  the  KC-135  platform  will  not  reverse  the  fact  that  the  plane  is  getting  older.  As 
the  plane  gets  older,  we  face  the  increasing  risk  with  the  KC-135  platform  of  future 
unknown  potentially  fleet  grounding  problems.  This  uncertainty  makes  it  increas- 
ingly difficult  to  justify  investing  in  expensive  improvements  for  a  platform  that 
faces  such  uncertainty  in  terms  of  its  long-term  viability. 

There  are  operational  and  cost  advantages  to  the  KC-767.  These  come  from  nu- 
merous efficiencies.  The  ability  to  take  off  on  33%  less  runway  at  maximum  takeoff 
weight  allows  the  KC-767  to  take  off  and  land  closer  to  where  it  is  needed,  stay 
airborne  longer,  and  provide  20%  more  fuel  offload  than  a  KC-135E.  The  support 
cost  per  flying  hour  for  the  KC-767  is  43%  less  than  the  KC-135E  while  being 
available  116  days  more  per  year.  If  the  KC-135E  models  are  not  retired,  the  costs 
associated  with  attempting  to  keep  them  airworthy  are  expected  to  continue  to 
climb.  Programmed  Depot  Maintenance  sales  rates  alone  have  been  climbing  at  18% 
per  year.  If  forced  to  make  a  decision  between  either  spending  money  to  try  to  keep 
a  deteriorating  fleet  of  40  plus  year-old  aircraft  flying  or  investing  in  new  planes, 
the  Air  Force  believes  replacing  the  aircraft  having  the  most  problems  as  soon  as 
possible  to  be  the  most  prudent  course  to  follow. 

Mr.  Calvert.  Assuming  the  Air  Force  continues  to  operate  the  KC-135Es,  is 
there  an  estimate  of  how  much  will  be  required  to  do  the  minimum  upgrades  and 
modifications  to  keep  them  flying?  Do  those  costs  include  re-engining  the  KC-135s 
as  some  have  suggested?  If  not,  how  much  would  that  add  to  the  cost  to  the  tax- 
payer? 

Dr.  Sambur.  If  we  were  to  continue  operating  the  KC-135Es,  the  engine  strut  cor- 
rosion problem  must  be  addressed.  The  current  engine  struts  must  be  repaired  by 
September  04 — there  are  two  methods  available.  A  limited,  temporary  "patch"  will 
cost  $150K  per  airplane  yet  will  last  no  more  than  5  years.  Actually  replacing  the 
engine  struts  will  cost  $3M  per  airplane,  which  must  also  be  accomplished  if  the 
aircraft  are  to  continue  to  fly.  Additionally,  there  would  be  ongoing  depot  and 
sustainment  costs  associated  with  each  airframe. 

These  figures  do  not  include  re-engining  costs  involved  with  converting  an  E- 
model  to  an  R-model.  Re-engining  would  cost  the  taxpayers  an  additional  $35M  per 
aircraft  in  FY05. 

Mr.  Calvert.  I  understand  that  the  Air  Force  will  make  interest  payments  under 
the  proposed  lease.  Would  the  cost  to  the  taxpayer  for  the  maintenance,  upgrades, 
and  modifications  to  the  KC-135s,  in  the  absence  of  a  767  lease,  be  greater  than 
the  cost  of  these  interest  payments? 

Dr.  Sambur.  By  leasing  the  KC-767A  and  accelerating  tanker  retirement  by  5 
years,  we  avoid  $6.3B  (TY)  in  costs.  Costs  include  mission  personnel,  unit  level 
consumables,  indirect  support  costs,  PDM,  engine  overhauls,  aircraft  modifications, 
and  sustaining  support.  The  lease-specific  cost  as  compared  to  a  traditional  multi- 
year  purchase  of  100  A/C  is  estimated  to  be  $5. IB  (TY$).  [See  chart  on  page  103.] 

Mr.  Calvert.  Last  year,  0MB  estimated  the  lease  proposal  at  $26B.  CBO  esti- 
mated that  the  program  would  cost  $31B.  At  the  $15.5  billion,  the  Air  Force  seems 
to  have  negotiated  a  significantly  better  deal  than  these  early  projections.  How  was 
the  Air  Force  able  to  do  this?  In  addition  to  good  price  and  lower  than  predicted 
overall  lease  cost,  what  other  beneficial  provisions  has  the  Air  Force  been  able  to 
negotiate  into  this  lease  proposal? 

Dr.  Sambur.  It  should  be  pointed  out  that  previous  analyses  on  this  project  have 
been  based  on  different  sets  of  assumptions  (e.g.,  period  of  analysis,  length  of  lease, 
type  of  support,  etc).  Accordingly,  it  becomes  a  challenge  to  normalize  the  assump- 
tions used  in  the  various  analyses  to  arrive  at  an  analytically  fair  comparison  be- 
tween varying  estimates  done  at  different  points  in  time. 

With  that  being  said,  the  Air  Force  is  delivering  a  better  program  than  was  pre- 
viously estimated.  This  has  been  accomplished  through  negotiations  with  Boeing  in 
which  we  negotiated  a  lower  price  by  over  $15M/unit  and  also  developed  an  optimal 
financing  strategy  that  lowers  the  effective  interest  rates  and  thus  lowers  the  total 
bill. 

Mr.  Calvert.  The  Air  Force  Reports  to  Congress  notes  that,  under  the  OMB's 
Business  Case  Analysis,  the  taxpayer  will  pay  $150  million  more  total — not  per  air- 
craft— to  lease  these  100  aircraft  than  they  would  to  procure  the  aircraft  directly. 
This  amounts  to  a  difference  of  less  than  1%. 

When  one  takes  this  cost  into  consideration  and  further  considers  leasing  allows 
for  the  aircraft  to  begin  service  five  years  earlier  than  under  a  normal  procurement, 
isn't  it  hard  to  argue,  as  some  critics  have  done,  that  the  American  taxpayers  is  get- 
ting a  bad  deal? 
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If  the  worst-case  scenario  was  to  happen,  and  the  difference  between  direct  pro- 
curement and  lease  favored  the  procurement  by  $1.9  bilHon  over  15  years,  mind  you, 
is  this  option  still  the  preferred  option  for  the  Air  Force? 

Dr.  Sambur.  Starting  now  to  recapitalize  our  aging  aerial  refueling  fleet  is  essen- 
tial for  us  to  meet  future  needs.  With  respect  to  the  wide-ranging  costs  estimates 
for  comparison  to  a  more  traditional  purchase,  I  can  say  that  the  lease  profile  in 
each  case  remains  a  constant  value.  The  differences  are  derived  fi"om  different  pur- 
chase profile  assumptions.  The  AF  believes  that  the  projected  cost  of  leasing  is  ac- 
ceptable. The  lease  is  preferred  because  it  delivers  needed  capability  to  our 
warfighters  swiftly  while  not  striking  death  blows  to  other  critical  programs  in  the 
AF  portfolio. 

Mr.  Calvert.  The  Air  Force  Report  to  Congress  asserts  that  funding  a  traditional 
procurement  program  for  the  767  tankers  on  the  same  delivery  schedule  would  re- 
sult in  a  significant  trauma  to  existing  programs.  At  a  May  press  conference  on  the 
issue,  former  Undersecretary  of  Defense  Pete  Aldridge  said  that  it  would  cost  per- 
haps an  additional  $8B  over  the  Future  Years  Defense  Plan  to  fund  such  a  tradi- 
tional procurement  program  and  that  money  isn't  there  now. 

If  the  Air  Force  were  to  directly  procure  100  767  tanker  aircraft;,  what  impact 
would  that  have  on  existing  Air  Force  programs?  Could  the  Air  Force  really  afford 
such  a  program? 

Dr.  Sambur.  The  cost  to  the  Air  Force  to  purchase  100  767  tanker  aircraft  will 
be  approximately  $18. 4B  over  the  Future  Years  Defense  Plan  (FYDP),  while  execut- 
ing the  lease  for  100  aircraft  according  to  current  terms  and  conditions  will  cost  the 
Air  Force  $5.5B  over  the  FYDP.  The  Air  Force  made  deliberate,  thoughtful  decisions 
to  provide  required  funding  for  the  lease  while  minimizing  the  impact  on  a  number 
of  existing  programs  because  of  the  critical  need  to  recapitalize  our  oldest  aircraft 
fleet  immediately. 

An  additional  $13B  FYDP  767  tanker  purchase  bill  to  the  Air  Force  will  create 
significant  budgeting  pressures  to  existing  Air  Force  programs.  The  lease  proposal 
balances  the  urgent  warfighter  need  with  the  demands  of  our  other  vital  programs 
while  staying  within  our  budget. 

Mr.  Calvert.  Why  hasn't  the  Air  Force  completed  a  formal  Analysis  of  Alter- 
natives on  replacement  of  the  KC-135  tankers,  and  in  particular  on  replacement  of 
the  older  KC  135Es? 

Dr.  Sambur.  The  Air  Force  originally  planned  for  a  2-year  AoA  as  included  in  the 
FY02PB.  Before  it  was  started,  the  need  to  start  recapitalization  became  more  ur- 
gent due  to  the  increased  operations  tempo  since  11  Sep  01  and  the  increased  oper- 
ations/support costs  and  risks  associated  with  the  aging  fleet.  Even  so,  all  viable  re- 
placement options  were  looked  at  as  part  of  the  lease  analysis.  The  DoD  Inspector 
General  confirmed  an  AoA  was  not  required  by  statute. 

Mr.  Calvert.  Can  you  walk  through  your  thinking  and  through  the  so-called  RFI 
process  that  the  Air  Force  used  to  make  its  determination  to  select  the  767  tanker 
option? 

Dr.  Sambur.  The  RFI  process  was  a  technology  maturity  risk  assessment.  The 
Key  Performance  Parameters  of  the  Operational  Requirements  Document  were  used 
as  the  assessment  criteria  as  well  as  Sec  8159  of  the  FY02  Appropriations  Act  re- 
quirements concerning  the  business  arrangements  of  the  lease.  Based  on  the  sub- 
mitted data,  the  lack  of  EADs  mature  boom  refueling  technology,  schedule  issues, 
and  the  risks  associated  with  EADS'  business  approach,  the  AF  concluded  Boeing 
provided  an  overall  lower  risk  approach  to  meet  draft  ORD  criteria.  Of  additional 
concern,  but  not  an  operational  requirement,  were  several  size  and  weight  issues 
related  to  the  EADs  proposed  aircraft. 

Mr.  Calvert.  Were  competing  companies  given  the  opportunity  to  propose  a  re- 
placement for  the  KC-135E? 

Dr.  Sambur.  Although  there  was  no  "formal"  competition,  the  Air  Force  evaluated 
technology,  business,  and  schedule  considerations  through  data  provided  in  the  RFI. 
The  Air  Force  prepared  a  sole  source  Justification  and  Approval  for  the  Boeing  767 
tanker. 

Mr.  Calvert.  Last  year,  did  the  Air  Force  issue  a  Request  for  Information,  or 
RFI,  to  both  Boeing  and  Airbus  related  to  KC-135  replacements? 

Dr.  Sambur.  Yes.  An  RFI  was  sent  to  both  Boeing  and  Airbus  North  America  on 
20  Feb  02.  Both  Boeing  and  Airbus  responded. 

Mr.  Calvert.  How  did  the  Air  Force  conclude  the  Boeing  response  was  the  best 
answer? 

Dr.  Sambur.  The  assessment  team  developed  risk  assessment  criteria  using  the 
Defense  Systems  Management  College  Probability  Consequence  Screening  risk  as- 
sessment process,  where  both  level  of  risk  probabilities  and  risk  consequences  are 
considered.  Specific  definitions  were  developed  for  each  of  the  criteria  and  were  uni- 
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versally  applied  to  both  aircraft.  Based  on  the  submitted  data,  the  lack  of  EADs  ma- 
ture boom  refueling  technology,  schedule  issues,  and  the  risks  associated  with 
EADS'  business  approach,  the  AF  concluded  Boeing  provided  an  overall  lower  risk 
approach  to  meet  draft  ORD  criteria.  Of  additional  concern,  although  not  an  oper- 
ational requirement,  were  several  size  and  weight  issues  related  to  the  EADs  pro- 
posed aircraft. 

Mr.  Calvert.  What  was  the  basis,  from  an  operational  and  financial  perspective, 
that  lead  the  Air  Force  to  decide  that  Boeing  had  the  better  aircraft  and  overall  pro- 
posal? 

Dr.  Sambur.  Each  RFI  response  was  analyzed  based  on  risk  of  the  proposed  busi- 
ness deal  complying  with  Section  8159  of  the  FY02  Appropriations  Act.  Also,  each 
RFI  response  was  analyzed  based  on  risk  of  compljdng  with  the  Key  Performance 
Parameters  in  the  draft  Operational  Requirements  Document.  The  assessment  was 
not  a  source  selection  but  a  risk  assessment  of  meeting  known  requirements.  The 
aircraft  were  independently  assessed  against  the  criteria  and  not  against  each  other. 

Mr.  Calvert.  I  understand  the  financial  model  used  to  reach  this  conclusion  rests 
upon  a  number  of  assumptions  such  as  the  interest  rate,  length  of  the  lease  term, 
and  discount  lead  to  significant  changes  to  the  final  answer?  Is  the  current  model 
still  showing  the  lease  as  favorable  by  several  hundred  million  dollars? 

Dr.  Sambur.  Yes,  but  the  current  model  of  the  analysis  submitted  to  Congress  in 
Jul  03  actually  showed  the  cost  of  the  lease  to  be  slightly  more  than  traditional  pro- 
curement. 

The  current  baseline  analysis  documented  in  the  report  to  Congress  is  that  a  pro- 
posed buy  would  be  about  $0.15B  less  expensive  than  a  proposed  lease  in  present 
value  calculations.  Analytically,  the  present  value  comparison  is  the  more  apt  com- 
parison as  it  properly  accounts  for  the  time  value  of  money  and,  in  so  doing,  puts 
the  lease  and  purchase  on  equal  footing.  The  present  value  analysis  is  sensitive  to 
assumptions  and  a  change  in  assumptions  may  make  the  lease  versus  buy  compari- 
son either  more  or  less  favorable  to  the  lease. 

Mr.  Calvert.  A  footnote  to  the  Air  Force  says  that,  under  certain  circumstances, 
the  lease  deal  could  be  "up  to  $1.9  billion"  more  expensive  than  leasing.  Can  you 
explain  what  assumptions  would  need  to  hold  true  to  get  to  $1.9  billion  difference? 

Dr.  Sambur.  There  are  four  assumptions  that  would  have  to  hold  true  where  the 
lease  could  be  up  to  $1.9B  more  expensive  than  purchasing  as  compared  to  the  Air 
Force  baseline  analysis  that  leasing  is  $0.15B  more  expensive.  ^ 

The  four  assumptions  are  as  follows: 

1.  Multiyear  authority  for  a  purchase:  The  Air  Force  baseline  analysis  assumes 
that  if  we  were  to  purchase  the  planes,  we  would  not  be  granted  multiyear  authority 
at  program  start.  It  would  be  unprecedented  to  assume  that  we  would  have  that 
authority.  The  price  of  the  planes  for  the  hypothetical  purchase  therefore  reflects 
the  economic  inefficiencies  of  a  non-multiyear  procurement.  If  we  were  to  assume 
multi-year  authority  for  the  purchase,  the  purchase  costs  would  decrease  by  about 
$0.9B-$l.OB. 

2.  Progress  payment  calculation:  Progress  payments  for  the  hypothetical  pur- 
chase are  calculated  against  the  delivered  price.  It  could  be  argued  that  this  method 
of  calculation  overstates  inflation  in  the  purchase  cost. 

For  purely  illustrative  purposes,  consider  the  price  of  the  product  to  be  $130  in 
today's  dollars  and  $150  three  years  from  now  at  delivery.  Now,  suppose  we  agree 
to  put  10%  down  at  the  time  of  order.  The  standard  commercial  practice  is  that  the 
10%  down  would  be  applied  to  the  $150  delivered  price  for  an  initial  payment  of 
$15.  The  "traditional"  procurement  approach  within  the  Department  of  Defense, 
however,  would  dictate  that  the  percentage  be  applied  to  the  price  in  today's  terms 
for  a  payment  of  $13.  So  if  we  were  to  apply  similar  "traditional"  logic  to  the  hypo- 
thetical purchase  in  the  767  business  case  analysis  then  the  purchase  would  be 
about  $500M  to  $600M  lower. 

Note  however  that  this  is  a  commercial  FAR  Part  12  acquisition.  The  purchase 
payments  for  the  hypothetical  purchase  are  modeled  in  the  AF  baseline  analysis  as 
would  be  expected  in  a  commercial  procurement.  Thus  the  method  for  purchase  pay- 
ment calculation  is  methodologically  consistent  with  commercial  pricing  in  general 
and  with  lease  pricing  methodology  for  this  particular  transaction. 

3.  Progress  Payment  Percentages:  During  the  course  of  our  review,  it  was  ar- 
gued that  the  progress  payment  percentages  used  to  calculate  payment  outlays  on 


'  Please  note  that  these  assumptions  all  involve  how  the  hypothetical  purchase  should  be  mod- 
eled. There  has  been  some  confusion  in  various  reports  that  imply  that  the  AF  underestimated 
actual  lease  by  up  to  $1.9B  when  in  fact  these  assumptions  all  involve  the  estimation  of  the 
purchase.  In  other  words,  a  change  in  these  assumptions  drive  the  hypothetical  buy  lower;  they 
don't  drive  the  actual  lease  higher. 


129 

the  purchase  artificially  fi'ont-load  the  purchase.  Historic  average  outlay  rates  for 
the  Department  of  Defense  were  used  to  perform  a  sensitivity  analysis  and  this  gen- 
erated about  a  $100M-$200M  decrease  in  the  buy  costs.  As  in  the  previous  case,  this 
provides  an  analytical  sensitivity;  however,  the  use  of  average  outlay  rates  is  not 
consistent  with  what  Boeing  and  the  AF  have  used  to  model  Boeing's  cash  flow  re- 
quirements if  the  AF  were  to  purchase  these  planes  from  them  at  the  outset. 

4.  Insurance:  When  the  Air  Force  leases  these  planes,  it  must  obtain  commercial 
insurance.  If  the  AF  were  to  purchase  these  planes,  it  would  not  obtain  commercial 
insurance  but  would  rather  self-insure.  As  such,  there  are  no  explicit  insurance 
costs  for  a  purchase;  however,  0MB  Circular  A-94  dictates  that  in  a  lease  versus 
buy  analysis  that  we  impute  the  cost  of  insurance  if  we  purchase.  In  the  Air  Force 
baseline  analysis,  the  insurance  costs  imputed  to  the  purchase  were  assumed  to  be 
the  same  as  if  on  the  lease — in  other  words  insurance  costs  were  considered  a  wash 
cost.  During  the  course  of  our  review  it  was  argued  that  insurance  imputed  on  the 
purchase  should  not  include  the  premium  that  we  would  pay  for  commercial  insur- 
ance. As  an  analytical  sensitivity,  we  decremented  expected  commercial  insurance 
costs  by  approximately  30%  (to  remove  the  commercial  costs)  thus  lowering  the  esti- 
mated cost  of  a  purchase  by  less  than  $100M. 

Please  note  two  things:  1)  the  AF  baseline  analysis  that  considers  insurance  costs 
a  wash  is  consistent  with  the  recent  737  lease  versus  purchase  analysis;  2)  In  the 
final  stages  of  negotiations  with  Boeing,  the  AF  negotiated  an  option  where  it  could 
self-insure  to  a  large  extent  even  on  the  leased  planes.  As  a  result,  the  unique  com- 
mercial insurance  requirements  for  the  leased  planes  become  almost  negligible  and 
this  analytical  excursion  becomes  moot. 

Bottom  line:  For  the  hypothetical  purchase  to  be  considered  $1.9B  less  expen- 
sive, each  of  the  assumptions  described  above  would  change. 


QUESTIONS  SUBMITTED  BY  MR.  KLINE 

Mr.  Kline.  Much  of  the  defense  of  the  tanker  lease  program  hinges  on  the  argu- 
ment that  the  Department  of  Defense  could  not  procure  the  aircraft  as  quickly  as 
it  can  lease  them.  This  is  used  to  justify  the  higher  cost  of  the  lease.  Please  explain 
your  position  on  why  it  takes  longer  to  acquire  a  replacement  tanker  via  procure- 
ment. Describe  any  impediments  other  than  funding  which  you  believe  would  delay 
the  procurement  but  not  the  lease. 

Secretary  Wynne.  Purchasing  replacement  tanker  aircraft  requires  billions  of  dol- 
lars more  in  the  Future  Years  Defense  Program  (FYDP)  than  leasing  them,  and 
hence  the  pilot  program  giving  the  Department  leasing  authority  provided  us  with 
the  opportunity  to  get  the  replacement  aircraft  earlier  without  disrupting  many  sta- 
ble, well  executing  programs.  Throughout  the  past  year  as  we  considered  options  for 
replacing  some  of  the  oldest,  most  corroded  tanker  aircraft,  the  Department  as- 
sumed it  would  not  receive  additional  resources  for  tanker  recapitalization,  and 
hence  the  resource  reallocation  such  a  purchase  would  require  would  have  caused 
us  to  break  or  restructure  many  on-going  programs.  It  would  be  completely  counter 
to  our  acquisition  goal  of  stability  in  programs  and  would  have  resulted  in  increased 
costs  for  the  disturbed  programs.  Without  the  over  $6  billion  additional  dollars  in 
the  FYDP  to  the  Department's  topline,  that  would  be  needed  to  purchase  even  with 
multi-year  authority,  we  would  not  support  purchase  of  these  aircraft. 

Mr.  Kl^lNE.  Please  provide  the  funding  profile  required  to  procure  the  aircraft  at 
the  same  rate  as  the  lease. 

FOR  OFFtOAL  USE  ONtY  


~^.- .Budget  Auth6rtty  -  * 

"""'   Requlrenwiu       -  ;,  .  .^   .  ,      ,     FYDP 

(TYJM)  FYC3  FY04  ■  FY  65  FYOC  rtVJ  FYM  fYWr   R«QiiH»m«<W 


Lease  S  -'     J  31     i  '31     I  470    1  843     $        1672    t        2.247     S  5.494 

Non-Miili-Yeai  Purchase      $        78*    S        3.203    S        3,762    $        3.637    {        3  573    S        3,898    S  672    $        19,532 

Multi-Year  PurcJwse  $       866    t        2.598    S        3.259    $        3.543    »        3,480    i        3.683    $  672     $        16,401 


ToComnHtttK    ^at,\' 


ffrio.171  ,-    PTOortin 

24,279  $  29.773 
5.900  J  25.431 
5.900    S        24.300 


A5tanip(lo*s: 

I  This  repieseiils  a  iHMiOna!  purchase,  subject  to  refmenient 
1  Full  Budget  Atithontv  'cijuired  three  years  prior  to  de)FVcr\ 
^    Does  not  include  costs  tor  mflnpower.'faeV'irditecl  siipporl  of  bases 

4  Cnnrrad  liifktion  t:it£  of  }%  anmuilly  upplied  for  rVJ 

5  The  AF  would  not  b'jdgct  for  scll-insurancc  that  was  uitpm«j  at  $383M  (TY>  m  the  A-94  Ecoruvnic  Anatviis 

Secretary  WYNNE.  The  funding  profile  required  to  procure  the  Boeing  767  Air 
Force  tanker  is  above  as  requested.  The  baseline  profile  assumes  that  the  Air  Force 
would  not  have  multi-year  purchase  authority  and  would  require  an  additional  $14B 
above  the  lease  funding  stream  in  the  FYDP  budget  authority  to  execute.  As  a  sen- 
sitivity analysis,  we  show  a  second  profile  if  the  Air  Force  were  granted  multi-year 
purchase  authority.  This  would  still  require  $13B  extra  funding  in  the  FYDP  as 


130 

compared  to  the  lease.  Each  profile  assumes  that  budget  authority  would  be  needed 
three  years  prior  to  delivery  (to  match  the  lease  construction  schedule)  to  meet  fiill 
funding  requirements.  If  the  AF  were  given  approval  to  purchase  the  planes  and 
the  additional  budget  authority,  a  purchase  agreement  would  need  to  be  negotiated 
with  Boeing.  Refined  budget  authority  requirements  would  be  provided  at  that 
point. 
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